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is published to advance 
sound thinking in the fields of insurance law 
relating to Life, Health and Accident, Fire and 
Casualty, Automobile, and Negligence, and to 
review unfolding developments of interest and 
importance. Thus, the JOURNAL presents 
timely articles on pertinent subjects of insur- 
ance law, digests of recent decisions, com- 
ments on pending legislation and other 
features reflecting the changing scene of 
insurance law. 


In the interest of stimulating current thought 
and frank discussion of significant relevant 
topics in insurance law, the JOURNAL’s pages 
are made freely available. No editorial re- 
sponsibility is assumed for the ideas and opin- 
ions set forth. ° On this basis contributions are 
invited. 


THE INSURANCE LAW JOURNAL is pub- 
lished monthly by Commerce Clearing House, 
Inc., 214 N. Michigan Ave., Chicago 1, Illinois. 
Subscription rate: $10 per year; single copies, 
price $1 
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“Law and order is not a gift 
of the gods; it is an achieve- 
ment of men and women 
which must be affirmed or lost 
in every generation.”—Albert 
Coates, The School Segrega- 
tion Decision (Law and Gov- 
ernment Series, Institute of 
Government, University of 
North Carolina). 
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Legal Problems of Insurance Agents— 


Summarty 





Reporting to our readers this month is 
Charles W. Tye, of Joseph Froggatt & 
| Company, Newark, New Jersey. 


URING THIS YEAR, I have reviewed 

some of the more important legal prob- 
lems facing an insurance agent. Since this 
is the last article in this series, it seems 
appropriate to briefly summarize the prob- 
lems discussed. 


Legal Status 


What is the legal status or relationship 
of an agent to the company he represents 
and what legal responsibility does he have 
to his client—the insured? 


The word “agent,” as applied to an insur- 
ance agent, is probably a literal misnomer 
insofar as the law of agency applies. Essen- 
tially, an insurance agent is an independent 
contractor and neither an employee nor an 
agent as we usually think of such relation- 
ship. In fact, the agent’s status at any 
given time is more or less dependent upon 
the extent to which a given transaction 
has progressed. Thus, if he represents 
several insurance companies, he would 
technically be acting in his own behalf when 
he is merely soliciting business (subject to 
the liabilities resulting therefrom), and 
would not become an agent of the company 
as respects the specific transaction until 
coverage has been placed with one of the 
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companies which he represents. At this 
point he becomes the agent of the company, 
and continues in such capacity throughout 
the coverage, as a rule. This so-called 
“vacuum” status for a period of time before 
coverage is placed and accepted by the 
carrier company may result in the imposi- 
tion of personal liability to the agent if 
he is unsuccessful in arranging coverage 
after he has committed himself to the client. 
The law tends to impose a positive duty 
on the agent to notify his client of the 
failure to obtain insurance coverage in cases 
where he has promised to do so. Some of 
the more specific problems in this area will 
be discussed in future articles. 


In view of the hybrid status of an agent, 
the insured is legally entitled to look to 
the agent as long as coverage has not yet 
been finally placed. The insurance com- 
pany is usually not involved nor does it 
have any responsibility at this point, al- 
though it may become involved through 
ratification acts of the agent. However, as 
respects matters within the scope of his 
agency (which is controlled by the agency 
contract and the license issued by the regu- 
latory officials of the state where he oper- 
ates), the agent usually is in a fiduciary 
relationship to the company. In fact, in 
some states, such as New York, both agents 
and brokers are deemed fiduciaries by stat- 
ute. The agent should clearly understand 
the legal ramifications of such a relation- 
ship, since, by law, by either statute or 
court decision, certain duties and obligations 
are imposed on the agent. They include: 
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(1) in some jurisdictions, such as New 
York and California (by statute), a duty 
hot to commingle premium collections with 
personal funds; 







(2) a duty to account for collections and 
keep reasonably current in accounting with 
the company; 








(3) a duty to act consistent with best 
mterests of the principal, and not act for 
un adverse party without consent; 









(4) a duty to keep within the scope of 
the express or implied authority of the 
wency contract in dealing with the public; 






(5) a duty to refrain from competing 
with the company on agent’s own account; 







(6) a duty to keep principal informed as 
respects proposed transactions which might 
nvolve it; 









(7) a duty to follow procedural instruc- 
tions promulgated by the principal. 






These are just a few of the duties im- 
posed by law as a result of the legal status 
of a fiduciary. Agents should so conduct 
their affairs as to operate within the spirit 
of these duties and obligations. 
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Premium Receipts 






‘rage} The authority to collect premiums is a 
lient.Jmost important responsibility assumed by 





the agent and, since the agent is acting in 
an intermediary capacity, this responsibility 
imposes certain fiduciary duties which should 
be clearly understood. In fact, apart from 
the common law responsibility imposed on 
one acting in a fiduciary capacity with 
respect to funds collected for and on behalf 
of others, many of the states, by statute, 
specifically detail the responsibility of an 
insurance agent with respect to the agent’s 
handling of premium receipts. The pur- 
pose of such statutes is twofold: (1) to 
protect the insuring public and the com- 
panies and (2) to protect the agent from 
his own folly through commingling of funds, 
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Generally, two types of statutes have been 


ney : 
enacted to cover the important problem of 














oY 
aaa the handling of premium receipts. Most 
‘ary | States have adopted a negative rather than 
in }20 affirmative approach, as illustrated by 
il the statutes of Illinois and Pennsylvania, as 
tall follows: 

and “Collection of Premiums—Fiduciary Ca- 
ion- J pacity. That portion of all premiums or 
or }monies which an agent; broker or solicitor 
ons f collects from an insured and which is to 
ide: f be paid to a company, its agents or his 
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THIS ISSUE IN BRIEF | 


As you read this issue you will learn 
that: 

the 1954 Revenue Act may have 

created a tax trap in regard to a 
possible reversionary interest causing 
taxation in the estate of one whose 
life is insured. Page 775. 
: consumer-finance companies can 
legally offer insurance as part of a 
loan transaction if they make only 
one charge for the whole transaction. 
Page 778. 

the beneficiary’s right to enforce 
a policy according to its terms not 
only extends to the proceeds of the 
policy, but also includes the right to | 
exercise an option if the policy so | 
provides. Page 799. 

in New York if a person hires 
an employee of another to remove an 
antenna from a television tower, he 
is liable for injuries incurred by the | 
workman when the tower falls due to | 
insecure rigging. Page 819. 

the Tenth Circuit held that where | 
the insurer charges that fraud was 
practiced upon it by the insured at 
the time the application for a policy 
was made, the insured may bring in 
testimony to show that there was no 
intent to deceive. Page 821. 

Wisconsin has held that the re- | 
lationship of passenger and carrier does_ | 
not continue merely because a bus | 
transfer has been issued, and if a 
person is let off a bus at a place of | 
safety, his passenger status does not | 
commence until he is aboard another | 


bus. Page 826. 


employer because of the assumption of lia- 
bility through the issuance of policies or 
contracts for insurance, shall be held by the 
agent, broker or solicitor in a fiduciary 
capacity and shall not be misappropriated 
or converted to his own use or illegally 
withheld by the agent, broker or solicitor. 

“Any company which directly or through 
its agents this State to any 
insurance broker a policy or contract for 
insurance pursuant to the application or 
request of such broker, acting for an insured 
other than himself, shall be deemed to have 
authorized such broker to receive on its 
behalf payment of any premium which is 
due on such policy or contract for insurance 


delivers in 
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at the time of its issuance or delivery or 
which becomes due thereon not more than 
ninety (90) days thereafter.” (Section 505 
of the Illinois Insurance Code.) 


“An insurance agent or broker who acts 
in negotiating a contract of insurance for 
an insurance company, association, or ex- 
change lawfully doing business in this 
Commonwealth, and who embezzles or 
fraudulently converts to his own use, or 
who, with intent to use or embezzle, takes, 
secretes, or otherwise disposes of, or fraudu- 
lently withholds, appropriates, lends, 
vests, or otherwise uses or applies, any 
money or substitutes for money received by 
him as such agent or broker, contrary to 
the instructions or without the consent of 
the company, association, or exchange for 
Or on account of which, the same was re- 
ceived by him, shall be guilty of larceny.” 
(Section 633, Insurance Laws of Common- 
wealth of Pennsylvania.) 


in- 


These statutes have not, in my opinion, 
been as effective a deterrent to commingling 
as the affirmative approach which is best 
exemplified by the New York and Cali- 
fornia statutes. The problem is covered in 
New York under Section 125 of the Insur- 
ance Law. However, regardless of the 
conciseness of the statute and the depart- 
mental rulings promulgated thereunder, 
hereinafter noted, the statute is probably 
innocently violated more than it is com- 
plied with. In fact, every week or so, the 
newspapers report of fines being imposed 
on agents and brokers who fail to comply 
in the mistaken belief that commingling 
of funds is strictly a technical matter and 
unimportant if, ultimately, complete settle- 
ment is made with the insurance company 
and/or the insured. 

“Sec. 125. Fiduciary capacity of insur- 
ance agents and brokers. Every insurance 
agent and every insurance broker acting as 
such in this state shall be responsible in 
a fiduciary capacity for all funds received 
or collected as insurance agent or insurance 
broker, and shall not, without the express 
consent of his or its principal mingle any 
such funds with his or its own funds or 
with funds held by him or it in any other 
capacity. Nothing herein contained shall 
be deemed to require any such agent or 
broker to maintain a separate bank deposit 
for the funds of each such principal, if 
and as long as the funds so held for such 
principal are reasonably ascertainable from 
the books of account and records of such 
agent or broker, as the case may be.” 
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Section 125 provides: 


Binders 


The binding authority of an insurance 
agent is one of the most important respon- 
sibilities granted by the insurance company 
which the agent represents. However, some 
recent cases indicate the necessity of the 
agent reasonably attempting to meet the 
legal contract tests (particularly where oral 
binders are given) if difficulties to both the 
agent and the company (not to mention the 
assured) are to be avoided. This means 
that the agent should make an effort to 
comply with the essential elements of oral 
contracts which enforceable in the 
absence of statutory restrictions, and as a 
precautionary matter should reduce the 
terms of an oral binder to writing at the 
earliest possible time after taking an oral 
binder. In fact, he should be familiar with 
contract essentials. The elements of a con- 
tract are as follows: 


are 


(1) an unqualified and definite offer; 
(2) 
terms; 
(3) 
(4) 


and 
(5) 
An 

made. 


an acceptance of the offer in its exact 


a valid consideration; 


competent parties to the contract; 


a legal subject matter. 


There must be an unequivocal prop- 


lrafte 
propo 
vhich 


Hons; 


unqualified and definite offer must bef 


osition which is capable of being accepted.}) 


Generally speaking, there must be no limi- 
tations the offer. Frequently, mere 
offers to negotiate or broad invitations to 
do business are misunderstood as offers. An 
offer may be revoked before it is accepted. 


An acceptance of the offer in its exact 
terms must be accomplished. A supposed 
acceptance which changes the terms of the 
original offer is ineffective as it is in reality 
nothing more than a counteroffer and 
amounts to a rejection of the original offer. 


A valid consideration is an important 
element in any contract. Its fundamental 
basis is the fact that the law will not en- 
force a promise which is simply a gratuity 
except in the case of agreements under seal. 
Another way of saying the same thing is 
that generally a promise cannot be enforced 
unless it is supported by a valid considera- 
tion. The promisee (the one who receives 
the promise from another) must give or 
do something at the request of the promisor 
(the one who makes the promise to another) 
which is either a benefit to the promisor or 
a detriment, in the legal sense, to the pro- 
misee. It is necessary that the consideration 


(Continued on page 811) 
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alifornia Insurance Department 
roposes Legislation 


The Department of Insurance of Cali- 
lornia contemplates proposing to the 1955 
kession of the California Legislature a number 
ff changes in the laws affecting the insur- 
ince industry. These changes have been 
lrafted into preliminary bill form. The 
proposed bills fall into roughly seven groups 
which are as follows: Bill No. 1—Defini- 
tions; Bills Nos. 2-4—Insurance Companies; 
Bills Nos. 5-13—Production Agencies; Bills 
st belNos. 14-16—Surplus Line Brokers; Bill No. 
TOP-17—County Mutual Fire Insurers; Bills 
pted|Nos. 18-24—Life and Disability Insurance; 
limi-[Bills Nos. 25-27—Miscellaneous. A_ brief 


merelsimmary of some of the bills follows: 










ract; 











sill No. 2 states that an unincorporated 
insurer shall not be issued a certificate of 
Jauthority except as specifically permitted by 
the insurance code. 


Under Bill No. 3 any admitted insurer is 
deemed to be acting as an agent of a non- 
admitted insurer if it enters into a treaty of 
reinsurance with the nonadmitted insurer 
under which it agrees to reinsure 75 per 
cent or more of all or substantially all of 
the risks assumed by the reinsured of a 
particular class or subclass of insurance or 
under policies of the reinsured covering par- 
ticular types of risks, covering subjects of 
insurance located in the state. 
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Bill No. 4 gives any admitted insurer’s 
officers, directors, trustees or other persons 
who have authority in the management of 
the insurer the right to enter into any trans- 
action with such insurer if the transaction 
is pursuant to a permit issued by the Insur- 
ance Commissioner. This permission must 
be received prior to the consummation of 
the transaction. 



















What the Legislators Are Doing 


According to Bill No. 6 every license to 


act as an insurance agent, broker or solicitor 
must state on its face the mailing address 
of the licensee instead of the location of the 
principal office in the state of the licensee. 


Under Bill No. 7 the commissioner may 
issue to a resident applicant who has never 
held or been named in a license or certificate 
of convenience a certificate of convenience op- 
erative for a period not to exceed six months 
pending a fulfillment of the examination re- 

The the 
code such 


section of 
insurance that 
certificate may be issued to an applicant, 
and does not stipulate it must be a resident 
applicant. 


Bill No. licenses to act as 
limited travel insurance agents. The present 
provision of the code provides that original 
application for such a license shall be made 
by the licensee, while application for re- 
newal of the license and the filing of annual 
notices of intention to keep it in force shall 
be made by the insurer. Bill No. 8 would 
make the applicant file with the commis- 
sioner a document executed by the insurer 
or its authorized representative, appointing 
the applicant, upon licensing, its agent in 
the state. The fee for filing an application 
would be raised from $1 to $2. 


quirements. present 


merely states 


8 concerns 


Bill No. 10 states that an applicant for a 
life insurance agent’s license must set forth 
in his application his residence address, or 
if the application is for a firm license the 
residence address of each natural person 
who is to be a joint holder thereof. The 
license when issued must state on its face 
the residence address of the holder thereof 
if a natural person. If a firm license, it must 
contain the address at which the firm in- 
tends to conduct its business. A licensee, if 
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a natural person, must notify the commis- 
sioner of any change in his residence address. 

Under Bill No. 11 the commissioner may 
mail any life insurance agent’s license issued 
by him to the appointing insurer. 


A person who is licensed as a life agent 
of any type for one or more insurers may 
be licensed to transact any class of insur- 
ance which he is entitled to transact under 
his existing license for one or ad- 
ditional the filing the 
a certificate of appoint- 
ment by such insurer. Bill No. 12 would 
from the code the provisions that 


more 


insurers by with 


commissioner of 


remove 
unless the license of the life agent is sus- 
pended by the commissioner, the appoint- 
ment shall effect until the 
of the license period in which it is filed, 
until canceled by the insurer, or until the 
license of the agent is revoked, whichever 
event occurs first. Removed also would be the 
statement defining a license period as the 
period covered by the payment of a single 
filing fee. 


remain in end 


Bill No. 14 would allow licenses for sur- 
plus line brokers to be issued to an indi- 
vidual, corporation or partnership. If issued 
to a corporation or partnership, the natural 
person who shall act thereunder must be 
named. These persons must meet all the 
requirements for such a license and would be 
responsible for the proper discharge of all 
duties placed upon the licensee. Bill No. 
15 would require any person applying for a 
surplus line broker’s license to prove his 
competency by showing that he holds or is 
named on an existing license to act as an 
insurance broker or by passing the qualify- 
ing examination for an insurance broker’s 
license. Bill No. 16 would require that a 
surplus line broker maintain in good faith 
an office in the state. 


Under Bill No. 17 the number of people 
that are required to form a mutual fire in- 
surer would be raised from 100 or more 
persons residing in one county to 250 
persons. Other requirements would also be 


added to the code regarding county mutual 
fire insurers. 


3i1l1 No. 18 would amend the section of 
the code relating to family expense dis- 
ability insurance. The present section states 
that these policies must contain a provision 
that all new members of the family eligible 
for insurance in the family group may be 
added from time to time to the family origi- 
nally insured. The proposed bill would 
narrow the additions to all new members of 
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the family eligible for insurance in_ thé 


family. 


A new section relating to disability insur 
ance or service contracts would be added t 
the insurance code by Bill No. 20. It state 
that no policy of disability insurance whicl 
provides indemnity for or because of preg 
nancy, childbirth or miscarriage shall be i 
sued if it does not provide that indemnitie 
will be paid childbirth ot 
miscarriage occurring during the nine month 
immediately after the termination of the 
policy unless: “(a) It neither replaces 
policy providing any similar indemnity not 
contains any period of time exceeding thirty 
days following the date coverage commence 
during which any such indemnity is not pay- 
able; or (b) If it replaces a policy providing 
any similar indemnities, it provides that all 
such indemnities provided in the replaced 
policy will be paid for pregnancy, childbirth 
or miscarriage occurring during the nine 
months immediately after the termination of 
the replaced policy without lapse or diminu- 
tion of coverage.” 


for pregnancy, 


Mutual life and disability insurers issuing 
policies on the stipulated premium plan with 
provision for assessments could not pay or 


n uni 
ng Vv 


agree to pay to any person a salary exceed-f 


ing the sum of $7,500 annually unless such 


action is authorized by the votes of moref 
than half of its board of directors, according}! 


2? 


to Bill No. 22. Presently, any salary over 


$3,600 must be approved by the vote of theta 


board of direciors of the company. 


In regard to mutual life and disability 
insurance and the election of insurers t 


operate as mutual legal reserve insurers, 


Bill No. 23 states that except for the provi-|" 


sions applicable to converted insurers in 


the code and their rights and obligations}; 


on prior contracts, the insurer after its 
transformation shall conduct its business as 
a mutual legal reserve insurer and be sub- 


ject to all laws relating to such insurers} 


3ill No. 25 would repeal a section of the 
code dealing with the insurance commis- 
sioner which sets up a special standard of 
liability to apply to him for making inade- 
quate estimates of liability of workmen’s 
compensation insurers under their policies 
where the insurers become insolvent or enter 
receivership. The bill states that it is the 
intention of the legislature that the com- 
missioner’s liability, if any, for acts per- 
formed under the authority of the code shall 
be governed by the law relating to his lia- 
bility for acts generally, and that no special 
standards shall apply to his acts. 
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he Reversionary Trap 


By JOHN ALAN APPLEMAN and GEORGE R. DAVIES 
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HE 1954 REVENUE ACT has accom- 
plished a great deal of good, particularly 
o life insurants; but it has, perhaps un- 
vittingly, created a trap which may cost 
axpayers hundreds of thousands of dollars 
nm unnecessary estate taxes through follow- 
Ing well-meant, but mistaken, advice. In 
this we may be wholly in error. We may 
see bogeymen where none exists. But if 
uur fears have even any possible merit, 
then would it not be well—in estate plan- 
ning—to err upon the side of conservatism? 
We refer to a possible reversionary interest 
causing taxation in the estate of one whose 
life is insured, under the provisions of Sec- 
tion 2042. 
To our life 
regarded in the same category as any other 
operty, nor will the courts so regard it. 
To begin with, real estate and tangible chat- 
tels have with personalities. 
Title, once has 
back to the grantor unless by way of curtes) 
or dower. Those involve only partial inter- 
ests in the whole—not the possibility of the 
revesting of complete title in the entire 
property. Life insurance, in addition, is an 
interest acquired which is based wholly 
upon the life of the Although a 
policy may be surrendered for cash, its ac- 
tual maturity is by reason of and at the time 
of the death. If he retains any 
semblance of interest, even by way of sur- 


minds, insurance cannot be 


no concern 


transferred, no reference 


insured, 


insured’s 


1 Although Goldstone v. U. 8., 325 U. S. 687, 
65 S. Ct. 1323, was decided in 1945, its reason- 
ing is still in point. Goidstone’s wife had the 
power to destroy any reversionary interest pos- 
sessed by him both in the annuity contract and 
in the life insurance policy. She could have 
exercised, had she chosen to do so, all inci- 
dents of ownership. However, she took no 


Reversionary Trap 


Whether the tax trap be real 
or potential, it is urged that 
caution be used in the crea- 
tion of estate plans dependent 
upon only cone view of the law 


vival of all policy owners and beneficiaries, 
as pointed out in the Goldstone case’ dealing 
with a different res, the entire property may 
revest in him or his estate. 

One should not seek aca- 
demic twists and turns of reasoning. How 
many angels can dance on the point of a 
pin will not interest a court attempting to 
determine the point of divorce between the 
man whose death brings the fund into being 
and that fund upon which estate taxes may 
be sought. Yet practically all approaches 
to this problem have fallen into one of the 


solutions in 


following categories: 

(1) The forthcoming regulations will pro- 
vide the solution.—This is, we fear, a dan- 
gerous reliance. All regulations are enacted 
to provide a mechanism for enforcement of 
the law. They are not, themselves, law. 
They are valid only to the extent that they 
rest upon, and do not deviate from, the 
statute. Therefore, if the 1954 Code creates 
the danger, the regulations can neither make 
that danger disappear nor eliminate an ex- 
isting pitfall by providing that a certain 


action prior to Goldstone’s death to destroy 
the possibility of reverter which was expressly 
provided by the contract. When this same re- 
versionary possibility is made to exist by opera- 
tion of law, the courts may follow a similar 
line of reasoning to create estate tax con- 
sequences. 
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Mr. Appleman, of Urbana, Illinois, 
is a member of the bars of Illinois, 
the District of Columbia, Kentucky, 
the Supreme Court and the Tax Court. 
Mr. Davies is a member of the IIli- 
nois bar and is vice president and 
counsel, State Farm Life Insurance 
Company, Bloomington, Illinois. 


transfer shall not be deemed to leave remaining 
a reversionary interest in the transferor. 

(2) The solution involves a mathematical 
equation.—The regulations will set forth ap- 
propriate mortality tables, controlling under 
given circumstances, from which computa- 
tions can be made as to reversionary dan- 
gers. However, deaths of one or more persons, 
or required adjustments from year to year 
as the insured and second-party owner in- 
crease in age, causing changes in such 
mathematical results, render reliance thereon 
dangerous. In addition, such computations 
are cumbersome and little understood by 
policy purchasers and should, where pos- 
sible, be passed over in favor of simpler 
methods. 

(3) The result can be achieved by a large 
number of beneficiary designations.—Desig- 
nation of a thousand beneficiaries would not, 
of itself, alter, one iota, legal title in life 
insurance policy or the legal consequences 
attendant upon ownership. Ownership, and 
possible lapses or reversions in ownership, 
are not altered by the mere designation of 
persons to accept the policy proceeds. Reli- 
ance upon this technique is not advised. 

(4) The result can be achieved by desig- 
nating a large number of policy owners or 
successive owners.—While this technique is 
certainly to be preferred to method (3), it 
has the danger of inflexibility unless some 
ingenious method is provided for alteration 
to suit changing circumstances. Even here 
a possible reversionary danger can be con- 
sidered to exist. In addition, the designation 
of a multitude of successive contingent own- 
ers becomes increasingly unwieldy and may 
be expensive from a point of view of home- 
office procedure. 

(5) Combine ownership and beneficiary 
designation in the same person, naming a 
large group.—Definitely the owner and bene- 
ficiary should always be the same person, 


where ownership is vested in one who is 
not the insured.*?, Otherwise the owner may 
be deemed to have made a taxable gift to 
the beneficiary of the policy value at the 
time such owner may relinquish his or her 
interest to that beneficiary. And if the in- 
sured should die while one other than the 
owner is designated as beneficiary, the tax- 
able gift is in the amount of the policy 
proceeds payable by reason of such death, 
But, even though this method avoids gift 
tax consequences which might exist under 
(3) or (4) if not properly handled, never- 
theless, it is still open to the objections of 
being cumbersome, unwieldy to alter and 
expensive from the point of view of home- 
office procedure. 
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(6) The wife may be able to cover the TY 
situation by her will.—Contrary to some far], ~') 
more eminent tax attorneys, we believe this laugl 
to be a dangerous practice. She may, in the the . 
first place, die intestate. Again, the insured ene! 
may, by his own act in renouncing a will, rts 
be able to select the policy as a portion of ee 
his elective estate. It could be argued that }°*S'S 
he could do so with any other property—] “Je 
even real estate—but no such property is Jsucce 
so intimately identified with him as is a }benet 
policy of insurance upon his life. And if }Jean 
there is any possibility of danger, why gamble? |cess« 

(7) Use a charity as ultimate owner- |*°°! 
beneficiary.—This is, of course, an excellent i 
suggestion from a tax point of view and one ¥ 


which is safe. However, from a practical 
point of view, less than 5 per cent of the 
clients normally represented by estate ana- 
lysts are willing to see their estates, or 
insurance funds, go to charity. To avoid 
this result, such persons would insist upon 
a mass of successor owner-beneficiaries, 
such as Cousin Jake or Aunt Nellie, whom | woul 
they haven’t spoken to in five years, but |polic 
whom they prefer to the Amalgamated Home |any | 
for Sick Cats. This tends again to make for Ki 
cumbersome procedures. 


nate 
thou 





solut 

What, then, can be suggested as “safe” |p.¥; 

techniques? Here are two possible ones. },44;, 
1 


The first possible technique is what may “y 
be called a “ten dollar” trust. One’s wife, 








2 One should not overlook the fact that Sec. 
2042 refers both to a “‘policy’’ and to ‘‘proceeds 
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: livin 
let us say, purchases insurance upon the m 
wage earner’s life, or he may assign owner- 

ship irrevocably to her in a contract already } ° - 
: ° Bets et) : ba at . panyt 
in torce, retaining no OW nership incidents. tific 
Purchase by the wife is still preferred, inci- Jenue 
dentally, in order both to minimize the 
: palegs 2 effec: 
reversionary possibility and to av oid the Jirust 
danger of a gift in contemplation of death. Jhe is 
a fami 
of the policy.’’ Thus, both ownership and Jinsur 
beneficial interests must be taken into account. Jment 
I L J — December, 1954 fRev 
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As Bob Lawthers poirils out in the Fall, 1954 
issue of The Journal af the American Society 
if Chartered Life Underwriters, the Treasury, 
stripped of the prem‘um-payment test, may 
be vigilant to scrutinize transfers within the 
three-year presumptive period. 


To personalize thif, let us say John Apple- 
man’s wife is the purchaser of the insurance. 
She then creates a living, or inter vivos, trust, 
with either a personil or a corporate trustee, 
revocable and amer@able in character.’ The 
itust corpus is simply ten dollars, and the 
trust is qualified te receive and administer 
the proceeds of life insurance policies. The 
trust is appropriately drawn to provide that 
john Appleman or his estate will have no 
conceivable reverssonary interest. 


Then his wife designates either their 
laughter as successor owner-beneficiary with 
owner- 


second successor 
beneficiary, the trustee successor 
wner-beneficiary immediately. In the first 
instance, the policy ownership-beneficiary 
lesignation would read as follows: 


the trustee as a 


or as 


“Jean G. Appleman, owner-beneficiary; 
successor owner-beneficiary, if first owner- 
beneficiary shall predecease insured, Jessie 
Jean Appleman, her daughter; second suc- 
cessor owner-beneficiary, if neither first nor 
second owner-beneficiary shall 
survive insured, the Northern Trust Com- 
pany of Chicago, as trustee, under the Jean 
G. Appleman Trust No. 101A executed May 
14, 1954.” 


The policy would expressly 
full exercise of all incidents of ownership 
of each intermediate owner. Unless desig- 
nated as a beneficiary under the trust, al- 
though he is the insured, John Appleman 
iwould have interest whatever in that 
policy and would have no way of acquiring 
any interest, by reversion or otherwise. 


successor 


prov ide for 


no 


For the average case, an even simpler 
Let take Mr. 


Davies’ policies as an example. The desig- 


solution might serve. us 


nation could be made to read as follows: 
“Helen Davies, owner-beneficiary, while 

living; otherwise to her heirs at law, exclu- 

sive of her husband, George R. Davies.” 


The ascertainment of “heirs” should place 
no insurmountable burden upon the com- 
pany. It is no more burdensome than any 
other case where heirship must be ascer- 
tained, such as where the insured, designat- 
ing no beneficiary by name, dies intestate, 
where no will is probated or where probate 
is delayed for several years. It is no more 
burdensome than where payment of the pro- 
ceeds is controlled by agreement, such as 
in a partnership situation where various 
legal interests must be segregated and pro- 
tected. The insurer may even protect itself 
by appropriate provision permitting reliance 
upon a certificate of heirship filed in any 
probate court which may have jurisdiction 
over any administration, original or ancil- 
lary, of the affairs of such policy owner. 
And suppose some work is entailed on the 
company’s part? The company should per- 
form gladly, as one of its services, whatever 
will be of benefit to the policyholder. 

A second illustration of this tech- 
nique would be: 


“Helen Davies, owner-beneficiary, while 
living; otherwise to Harriett West, as suc- 
cessor owner-beneficiary, while living; other- 
wise to the heirs at law of the last survivor 
of Helen Davies and of Harriett West, ex- 


clusive of George R. Davies.” 


same 


Such designations could go on indefinitely, 
if desired, particularly if there is any ques- 
tion as to whose heirs it will be desired to 
have as ultimate taker. One can specify the 
heirs of any such person designated as 
owner-beneficiary, provided only that the 
person whose life is insured is specifically 
excluded. Preferably a minor should not 
be designated as owner-beneficiary. In many 
staics a legal guardian would possess no 
power to make premium payments in order 
to continue the policy in force. This might 
cause its lapse and a large resultant loss. 
Again, the exercise of incidents of owner- 
ship might be seriously hampered. 

It will be clear from these illustrations 
and the accompanying explanations that any 
designation of owner-beneficiaries must be 


a hand-carved job. One cannot rely upon 


(Continued on page 815) 





3 An excellent argument can be made against 
anything other than an irrevocable trust in spe- 
cific factual circumstances. The Internal Rev- 
enue Service may argue that the wife actually 
was acting as the husband’s alter ego and, in 
effect, that he then retained control over the 
trust. This would be particularly true where 
he is the sole income producer, dominates the 
family group, induces the purchase of the 
insurance and pays the premiums. The argu- 
ment is less likely to hold water where the wife 









Reversionary Trap 





has personal income, can establish some degree 
of independence of judgment, or where the 
amendment or revocation of the trust is subject 
to consent of a third person not subject to a 
husband’s domination. An irrevocable trust 
would remove such dangers but would be even 


less flexible than multiple beneficial designa- 
tions. And if it is arguable that the husband 


could dominate changes in the trust, it could 
be argued that he dominated, or could control, 
changes in beneficial designations. 
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By WALLACE P. MORS 


Chairman, Finance Division, 
and Professor of Finance, 
Babson Institute of Business Administration 


Small-Loan Laws and Cr 


_akcuig bearer STATES, Hawaii and 
the District of Columbia have passed 
some kind of small-loan legislation since 
Massachusetts first acted in 1911. The 
Russell Sage Foundation occupies a leading 
role in this development. It began its 
studies of money-lending to consumers in 
1907. It drafted a model uniform small- 
loan law in 1916, subsequently revised six 
times—the last time being in 1942. Until 
1945, it actively promoted passage of small- 
loan laws patterned after the model. Of 
all the laws passed, those of 36 states and 
Hawaii may be classified as operative. Al- 
most all of these 37 laws resemble one or 
more drafts of the model bill. They cover 
78 per cent of all dwellers in the United 
States, and 84.5 per cent of urban dwellers." 


The foundation became actively interested 
in the small-loan field because its charter 
calls upon it “to improve social and living 
conditions,” and money-lending was a major 
social problem in the early 1900’s. Founda- 
tion studies undertaken in that period 
revealed several facts. Consumers in ever- 
increasing numbers were borrowing money. 
For the most part, they obtained loans from 
illegal lenders. Again for the most part, 
illegal lenders charged excessive rates and 
used oppressive collection methods. 


Prevailing opinion in the early 1900's 
held that most consumers could get along 
without loans and that the solution to bad 
money-lending conditions lay in driving loan 
sharks out Campaigns to 
do this were a temporary success at best. 
The Russell Sage Foundation’s studies led 
it to that for 
money and 


of existence. 


consumer demand 
to met 
Its answer was the uni- 


conclude 


is real, has be on a 


legitimate basis. 
form small-loan law. 


1 Wallace P. Mors, Small Loan Laws ‘(Cleve- 
land, Bureau of Business Research, Western 
Reserve University, 1953), pp. 1-8. 
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Experience shows that consumer borrow- 
ers need protection. The hands-off rules 
of private enterprise provide no protection 
at all, and the usury-law type of state con- 
trol prohibits rather than protects. Both 
pitfalls are avoided by the uniform small- 
loan law. It achieves its major objective 
of consumer protection through a specially 
designed system of state control built o1 
five basic principles. They are: 

(1) A clearly defined loan area. Originally 
this was $300, but it has since been rais 
to $500, $1,000, or an even higher figure it 
17 states. 

(2) A maximum rate set at a level whicl 
permits lending to consumers on a profit 
able basis. 

(3) A one-charge plan. Lenders 
quired to make all-inclusive 
Further, they must compute and state the 
charge in a way the average person Cat 
readily understand, that a_ simple 
monthly interest (percentage) rate on the 
unpaid loan balance for the exact number 
of days that balance is used. Computing 
interest in advance, the so-called discount 
plan, is forbidden. 


are re 


one 


iS, aS 


(4) A fair contract in writing. Provisions 
which must be included, as well as_ those 


which may not be included, are set forth 


(5) State licensing and supervision of lend, 


ers. 

These principles have had _ organized 
lender backing from the start. The Amer 
of Small Loan 
was formed in 1916, and cooperated with 
the Russell Sage Foundation in drafting 
the uniform small-loan law. In 1945, when the 
foundation withdrew from the field, the 
association (now called the National Cor 
sumer Finance Association) drafted its own 


can Association Brokers 
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Operative small-loan laws do 
not prohibit credit life in- 
surance when no extra charge 
is made for it by the lender 


model consumer-finance act. On page 3 
f the foreword appears this significant 
statement: “The new Model is similar in 
principle to the Seventh Draft, but it differs 
in important details.” A reading of the 
model bears this statement out; all five 
basic principles are there intact. 

These principles have stood the test of 
almost 40 years of experience. Wherever 
they have been adopted money-lending con- 
ditions have vastly improved. Licensed 


Jienders have replaced loan sharks. Borrow- 


1 the 
mber 
iting 
‘ount 


sions 
those 
‘orth 


lend- 


1izel 
meri: 
ykers 
with 


ers have benefited from lower rates and 
fairer treatment. Lenders have been able 
to make adequate profits and have enjoyed 
an ever-increasing measure of social accept- 
ance. Now known consumer-finance 
companies, they were originally called 
small-loan or personal-finance companies. 


as 


Credit Insurance 


To say that these principles have stood 
the test of time is not to say that they are 
forever immutable. But they should not 
be changed without cause. Further, the 
burden of proof lies with those proposing 
a change. A proposal has been made and 
pressed with increasing vigor in the past 
few years to amend the small-loan laws to 
permit consumer-finance companies to sell 


Seredit life (and other forms of credit) in- 


‘lance in addition to the interest charge. 
Mtwo-charge plan 


1954 


surance as part of the loan transaction and 
to charge borrowers a premium for the insur- 
This 
second and 


violates the 


2 Premiums are also stated in terms of out- 
standing loan balance. The 49-cent rate in the 
text is equivalent to a monthly premium of 75 


§mall-Loan Laws 


third principles of the uniform small-loan 
law. Its merits are considered in the re- 
mainder of this article. 


We need to be clear on one point at the 
outset. The uniform small-loan law is not 
an anti-insurance law. Consumer-finance 
companies can legally offer insurance (or 
any other service) as part of a loan trans- 
action provided they make one and only one 
charge for the whole transaction. This 
method requires no amendments and vio- 
lates none of the principles on which the 
uniform law is based. It is workable as 
well as legal, and a growing number of 
consumer-finance companies are offering 
group credit life insurance on this basis. 
The mechanics are simple: A consumer- 
finance company enters into a contract with 
an insurance company. ‘The insurer issues 
a group policy to the company covering 
the latter's borrowers, and agrees to pay 
the balance of the loan of any designated 
borrower who dies during the loan period, 
thus relieving the surviving signer or de- 
ceased borrower’s estate from liability. The 
consumer-finance company pays the pre- 
mium and provides the borrower with a 
statement of insurance. The borrower pays 
no premium. 


Premiums on a group policy are 49 cents 
a year per $100 of original loan when the 
policy is first written, and 35 to 49 cents 
per $100 when it is renewed”* Premium 
differences in renewal years result largely 
from variations among lenders in loan vol- 
ume, age of policy and mortality experience. 


Lender Income 


If credit insurance can be offered within 
the scope of existing legislation, why do 
certain consumer-finance and insurance 
companies wish to change the small-loan 
laws? Why do they wish to substitute 
a two-charge plan for the one-charge plan? 
There are three possible reasons: added in- 
come, borrower protection and lender pro- 
tection. 


Experience shows that virtually all 
consumer-finance companies charge borrow- 
ers the maximum interest rate permitted 
by law. There have been notable excep- 
tions from time to time—just enough to 
prove the rule. The two-charge advocates 
do not wish a reduction in small-loan maxi- 
mum rates—quite the contrary. Thus, they 


cents and a yearly premium of $9 per $1,000 of 
outstanding loan balance. 
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are in essence proposing that an insurance 
premium be added to an already-existing 
maximum interest charge. 
Consumer-finance companies will benefit 
from added income, however, only if they 
get part of The 
two-charge out 
are: 


the insurance premium. 
have worked 
Two variations 


advocates 
plans which do this. 

The first is called individual decreasing 
term insurance. The lender (directly or in- 
directly) acts as agent for an insurance 
company (usually a specialty company), 
and issues an individual policy to each of 
the lender’s borrowers who is covered by 
the insurance. The borrower pays an an- 
nual premium to the consumer-finance 
company of $1 per $100 of original loan. 
The lender retains from 40 to 85 per cent 
of this premium as a commission, and turns 
the balance over to the insurance company.’ 
The insurance company then pays the un- 
paid loan balance of any borrower who dies 
during the loan period.* 

The second variation is called individual 
level term insurance. Here the insurance 
remains equal to the original amount of the 
loan throughout the loan period. Assume 
a person borrows $400, and dies after re- 
paying $150. Upon due proof of death, 
the insurance company is obligated to pay 
the loan balance ($250) to the lender and 
$150 to the borrower’s estate. The bor- 
rower pays an annual premium of $2 per 
$100 of original loan. As before, the lender 
retains from 40 to 85 per cent of the pre- 
mium, and turns the balance the 
insurance company. 


over to 


Consumer-finance companies which make 
tie-in sales of individual credit life insurance 
stress the borrower-protection argument. 
If borrower protection were their sole ob- 
ject they would offer the much lower-cost 
group credit life insurance.” They would, 
that is, unless the lower-cost group insurance 
(1) offered inferior protection and/or (2) 
were unavailable. 


Borrower Protection 


The 
prevail. 


first condition definitely does not 
Insured borrowers get as much 


protection with group credit life insurance 
as with individual decreasing term insur- 
ance. Both types of insurance pay the loan 
balance of any borrower who dies and are 
written for essentially the 
of borrowers. 


same cross-section 
Under the individual pla 
only those borrowers who have been “sold” 
get coverage. Under the group plan, lend- 
all of 
Neither plan involves medical examinatior 


or other prerequisite. 


ers usually cover their borrowers 


As far as taking care of the loan balanec 
at death, a borrower gets no added protec- 
tion from individual level term insurance 
the extra annual dollar of premiun 
per $100 borrowed he gets, rather, a cas! 
addition to his estate if he dies while th 
loan is in effect. He is not, as with regular 
life insurance, adding permanently and 
surely to his estate. Most borrowers oi 
small sums do not have money to throy 
around. Every dollar of added cost in con- 
nection with a loan is a severe strain of 
already-strained pocketbooks. Further, 
the principle of credit life insurance in ex- 
cess of declining loan balances is admitted 
why stop at insurance equal in amount t 
the original loan? Why not individua 
credit life insurance in multiple amounts of 
the original loan, thereby adding even mort 
to borrower “protection” and lender in- 
come? Why stop at credit life insurance 
why not other forms as well? We must 
always remember that borrowers are vul- 
nerable to lender pressure. If the bargain- 
ing power of the two sides were equal, there 
would be no need of small-loan regulatior 
of any kind. 


For 


once 


Availability 
of Group Credit Life Insurance 


On the question of availability, we quote 
an executive of an insurance company whicl 


pushes individual credit life insurance: 


“ 


[1] Group coverage, by and large, just 
isn’t adaptable to the small loan business 
[2] In group coverage, there must be at 
least $100,000 of insurable receivables— 
that’s just about the absolute minimum. .. 
[3] Also, several States have no provision 





3In the remainder of the article we will refer 
to the lender’s portion of the premium as the 
hold-back or the hold-back income. 

*In some cases the consumer-finance com- 
pany absorbs unpaid loan balances of deceased 
borrowers out of its share of the premium. 
This practice, called the ‘‘retrospective plan,’’ 
gives rise to obvious abuses, and is generally 
considered unethical among reputable insurance 
companies. It is of doubtful legality in some 
states. 


780 


>The Consumer Credit Insurance Association 
has tried to show that individual credit life 
insurance is low in cost by comparing its cost 
with the cost of industrial insurance. See The 
Economic and Social Value of Credit Life and 
Disability Insurance (undated release), p. 9% 
Our discussion shows that such a comparison 
is irrelevant. (The association is a trade asso- 
ciation of insurance companies which advocates 
individual credit insurance. ) 
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for it, and in those States we couldn’t sell 
group even if we wanted to. [4] In the 
feld we’re covering, we have to write on 
an individual policy basis or not at all.” ° 


We have already noted that a growing 
number of consumer-finance companies are 
offering group credit life insurance under 
the one-charge plan. This trend contradicts 
the first sentence quoted. The qualifications 
in sentences 2 and 3 are not peculiar to 
consumer-finance companies; they are valid 
either for all types of consumer financing 
agencies or for none. In short, 
insurance is just as adaptable to consumer- 
finance companies as it is to banks and 
installment-sales finance companies. Thus, 
we need to test the general validity of the 
two qualifications and then determine their 
practical importance as far as the small- 
loan business is concerned. 


group 


The legal qualification in the third sen- 
tence of the quotation may reflect the situ- 
ation in the executive’s own particular 
insurance company. It not give an 
accurate picture for insurance companies in 
general. Most states have permissive legis- 
lation or administrative rulings covering 
group credit life insurance. There is no 
state which prohibits the writing of group 
credit life insurance.” Further, such insur- 
ance is being solicited and written by one 
or more insurance companies in all 48 states. 
We have already stated that operative 
small-loan laws do not prohibit credit life 
insurance when no extra charge is made. 


does 


This brings us to the financial qualifica- 


tion in the second sentence. According to 
the executive being quoted, an insurance 
company cannot profitably write group 
credit life insurance for a consumer-finance 
company unless the latter’s average out- 
standing loan balance is $100,000. If all 
consumer-finance companies met this mini- 
mum the problem would, of course, be 
solved. Since some do not, we need to 


determine whether or not the $100,000 figure 
is a realistic break-even point. We asked 
this question of a number of insurance 
companies which write group credit life 
insurance.” All stated that they have no 
break-even point which applies to all lend- 
ers. Rather, they have a number of break- 
points which vary among different 
types of financing agencies and also among 
individual lenders within any type of financ- 
ing agency. 


even 


In terms of average 
balance, the break-even points which the 
insurance companies questioned apply to 
consumer-finance companies range from the 
minimum required by law to $30,000.’ States 
do not set a minimum directly in dollars. 
Rather, they require that each group credit 
life insurance policy have a minimum num- 
ber of entrants per year—usually 100, al- 
though one state requires only 50. Any 
loan office which makes only 100 loans a 
year, or an average of two a week, is small 
indeed. be concrete, 1951 data show 
that the average loan volume per 100 loans 
ranged from $14,100 to $21,100 in 12 states 
with a $300 loan limit,” $21,100 to $29,500 
in six states with a $500 loan limit," and 
$32,300 to $39,500 in four states with $1,000 
to 


outstanding loan 


To 


$5,000 loan limits.” Because small loans 
are paid in installments, outstanding loan 
balances per 100 loans are less than average 
loan volume per 100 loans by 20 per cent 
and more. Being conservative and reducing 
the above figures by only 20 per cent gives 
break-even points which range from about 
$11,500 to $31,500 in the 37 states: with 
operative small-loan laws.” Since the 
highest figure mentioned by the insurance 
companies in our sample is $30,000, we are 
safe in concluding that a reasonable range 
between $11,500 
outstanding loan balance. 


of break-even points is 


and $30,000 of 

The insurance companies questioned list 
a number of factors which determine the 
break-even point for any one lender. Among 





6 “Pros and Cons of Small Loan Credit Cov- 
erage,’’ 45 Finance 49 (November 15, 1953). 
The numbers have been added for convenience 
of reference. 

7The Attorney General of Nevada issued a 
legal ruling on February 26, 1954, which may 
make Nevada the lone exception to this state- 
ment. Legal opinion is as yet divided on the 
import of this ruling. 

8 No effort was made to select a scientific sam- 
ple, since none is required. We are trying to 
determine minimum break-even points, not a 
frequency distribution of companies by break- 
even point levels. If only one insurance com- 
pany has a break-even point of, say, $15,000, 
that is all that is needed to make group credit 
life insurance available to consumer-finance 
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companies with 
that amount. 

® The highest break-even point mentioned is 
$300,000 and applies to sales-finance companies. 

1” Arizona, Colorado, Idaho, Iowa, Louisiana, 
Maryland, Minnesota, New Hampshire, Ver- 
mont, Virginia, West Virginia, Wisconsin. 

11 Connecticut, Illinois, Indiana, Michigan, 
New York, Washington. 

12 California, Nebraska, Nevada, Ohio. 

13 Reports from 15 states with operative 
small-loan laws either contain incomplete in- 
formation or were unavailable. We have no 
reason to suppose that the reports of these 
states would be any different from those of the 
22 states for which we have data. 


outstanding loan balances of 
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the more important are: (1) minimum fixed 
expense necessary to put an account on the 
books, (2) death claims and (3) probable 
permanence of the policy.** The first two 
factors represent expenses which must be 
covered out of premium income. Their im- 
portance is self-evident. The third factor 
is important because of the law of averages. 
A lender may have an average, above-average 
or below-average number of his borrowers 
die in any one year. An insurance company 
will be more willing and able to meet any 
above-average loss year if it has some assur- 
ance the lender will continue the policy over 
a period of years. This is particularly de- 
sirable in the early years of a group policy’s 
life. The insurance company has no previ- 
ous experience with the lender in question. 
Any year of bad experience can be offset 
only in the future, not in the past. 

We have already stated that reputable 
group credit life insurance companies re- 
duce premiums in renewal years whenever 
mortality experience (and other factors) 
permit. Stock companies do it through ret- 
roactive and future rate reductions. Mutual 
companies do it through dividends and re- 
duced rates for ensuing years. These prac- 
tices keep insurance company profits at 
more normal levels and reduce insurance 
costs to lenders. 

Our next task is to determine approxi- 
mately what percentage of small-loan bor- 





Type of y 
Organization 


Independents 13 
Indiana Chains : 19 
Outside Chains AC 


Total ; E 3 


There is little doubt that virtually all of 
the chain organizations have outstanding 
loan balances well in excess of group credit 
life insurance break-even points. The 
average outstanding loan balance per office 
is $62,600 for Indiana chains and $97,700 for 
outside chains. By definition each chain 
has two or more offices. The chains account 
for 77 per cent of Indiana’s total out- 
standing small-loan balances. 

Independent companies account for the 
other 23 per cent. The average outstanding 
loan balance per office is $33,500. 

Returning briefly to the case of Con- 
necticut, about 93 per cent of independent 


Number of 
Loan O ffices 


rowers get loans from consumer-finance 
companies which have outstanding loan bal- 
ances below the above-indicated range of 
break-even points for group credit life in- 
surance. A direct answer would be provided 
by a frequency distribution of consumer- 
finance companies by size of outstanding 
loan balance. Unfortunately, this informa- 
tion is not available on a country-wide basis, 
It is available, however, for the States of 
Connecticut, New Jersey and New York. 
Table 1 indicates that of the total outstand- 
ing small-loan balances in each state, less 
than one half of 1 per cent in Connecticut 
and only 1/100 of 1 per cent in New Jersey 
and New York are represented by consumer- 
finance companies having outstanding loan 
balances of $25,000 or less. The figures are 
slightly over 1 per cent in Connecticut and 
6/100 of 1 per cent in New Jersey and New 
York if the outstanding loan balance is 
raised to $50,000. This means that well over 
98 per cent of all small-loan borrowers in 
Connecticut and virtually 100 per cent of 
all small-loan borrowers in New Jersey and 
New York borrow from companies with 
outstanding loan balances in excess of break- 
even points required for group credit life 
insurance. 

Available data from Indiana, while not 
as precise, yield generally similar results. 
The following tabulation is as of June 30, 
1947: 

Average Outstanding- Per Cent of 
ing Loan Balance Outstanding 
per Loan Office Loan Balance 


$33,500 23 
62,600 19 
97,700 58 


100 


$55,800 (Average) 





company-loan balances are held by com- 
panies with loan balances of $50,000 or 
more. The percentage is even higher in 
New Jersey and New York. 

On this basis, over 98 per cent of In- 
diana’s small-loan balances are held by 
companies with outstanding loan balances 
above group credit life insurance break-even 
points. Even a_ considerably upward- 
skewed distribution of independent com- 
panies by size of loan balance would not 
reduce the 98 per cent figure by more than 
a percentage point or two. 

Although further data would be desirable, 
we are justified in reaching tentative con- 





144Size of insurance company was not men- 
tioned as a factor. It is of some importance, 
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however, judging from a comparison of break- 
even points mentioned and company size. 
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bal- 
€ of Frequency Distribution of Consumer-Finance Companies by 
del Size of Loans Outstanding in Connecticut (1952), 
ise New Jersey (1952) and New York (1951) 
ding Connecticut New Jersey New York 
asi se ; _ Per Cent of , _ Per Cent of E _ Per Cent of 
=": TSize of Loans Number of Loans Number of Loans Number of Loans 
S Of fOutstanding Companies* Outstanding Companies* Outstanding Companies* Outstanding 
ork. Tunder $25,000 8 43 1 01 1 01 
and- 1§95,000-49,999 4 79 1 05 2 05 
less 1$50,000-74,999 1 03 2 20 4 16 
‘icut $$75,000-99,999 0 00 4 30 3 .16 
rsey 1$100,000-149,999 7 3.83 7 1.30 8 .65 
ner- $150,000 and over.....21 94.92 63 97.94 42 98.97 
loan oe es te ae eerie ae apa ae 
ara Total a 100.00 78 100.00 60 100.00 
and * The number of loan offices operated by these companies are successively: Connecticut— 
ee 9, + 1, 0, 8, es; New Jersey—1, 1, 2, 4, 1, 18-218 >; New York—1, 2, 4, 3, 8, 10-Sa 
- IS Iclusions on the basis of the evidence pre- Such a company would seem to be worse 
ver sented here, particularly since it points so off, or at least no better off, than a group 
> lM Tdecisively in one direction. Single credit credit life company with its maximum 
Ol | life insurance proponents have overshot the premium of 49 cents per $100 of original 
and mark in implying—if not actually stating— loan.” This is true unless one or more of 
vith | that many consumer-finance companies can- the following factors work in favor of the 
ak- not qualify for group credit life insurance. individual credit insurance company: 
7 Only a small percentage would seem to be (1) Its operating costs are lower. 
unable to qualify. This small percentage ‘ : fee 5 : 
not | lend to only a very small fraction of all (2) Its mortality experience is lower. 
Its, | Small-loan borrowers. States need to weigh (3) It shifts some or all of its death 
30, | this fact carefully—as well as other facts claims to lenders. 
yet to be presented—before changing the (4) It makes no premium rebates, or only 
basic principles of the uniform small-loan law. partial ones, on loans which are prepaid: in 
\f full. 
g Individual Credit Insurance (5) It makes extra premium income 
ce and Break-Even Points through policy renewals. 

Mdroeates oF tndadaal: credt lifes. = We can dispense with the first and third 
ance do not speak of break-even points with factors rather briefly. As we noted above, 
respect to that type of insurance. By im- all insurance companies are subject to the 
plication there would seem to be no mini- S@™e types of operating costs. here seems 

— | mum _ below which such insurance is +O be no echogenic sexnes that individual 
n- | Unprofitable. This is curious, if true, be- pect ca a er ae pest 
or | cause individual credit life insurance com- a ce : eee a aoa "eae 
in | Panies have all the costs of group life canta agit 7 ae res cy aie ae 
companies plus one, the hold-back. On an CAMSEC 1: SHC. RARE that. eee 
individual decreasing life policy the prem- Eee One Leeann both classes. 
n- ium is $1 per year per $100 of insurance, State investigating committees have found 
dy Rk dik Sh eek te trae Mth ois OE cette that some individual credit life insurance 
eS Rie. de. not Ieaew-the averame Rold-baek: in companies cut _costs in the manner de- 
es view of the 40-85 cent. range, however, 50 scxted under Factor (3), above. Leading 
1- cents would not seem to be an overgenerous industry spokesmen gid with these i 
1- estimate. But any hold-back of 51 cents mittees that the practice is unethical. 
ot or more leaves an individual credit life in- Theoretically, individual credit life com- 
. surance company with 49 cents or less per panies can reduce borrower mortality by 
$100 of original loan. rejecting loan applicants who have above- 
K % Technically speaking, we need to deduct vidual credit life insurance. Group credit life 
_ insurance agent commissions from the 49 cents, insurance commissions (including renewals) are 
bei since we have deducted such commissions in nominal, however, and therefore do not change 





the preceding paragraph with respect to indi- 
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the essence of the argument. 
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average possibilities of dying during the 


loan period. They nullify this potential 
advantage by waiving medical examination. 
Death claims may be reduced directly by 
inserting exclusion clauses in policies—a 
practice not generally followed by group 
life companies—or indirectly by the opera- 
tion of Factor (4), above. If a borrower 
prepays his loan in full, the insurance should 
be cancelled and a rebate made. Failure to 
make a rebate increases net income by 
eliminating a possible borrower death and 
by reducing death claims. 


This brings us to Factor (5). Loan 
newals come either at or before maturity. 
We are concerned here with before-maturity 
renewals, and can think of them in two 
parts: prepayment of an existing loan and 
extension of a new loan. In these cases the 
lender usually cancels the credit insurance 
on the old loan and issues another policy on 
the new loan. Failure to rebate properly 
on the cancelled policy produces the same 
result discussed above in connection with 
Factor (4).* 


re- 


Group credit life insurance companies can- 
not obtain any advantage from Factors 
(3)-(5). Group credit life insurance is not 
with individual borrowers, but with lenders. 
The coming and going of individual bor- 
rowers make no difference in determining 
premium income. All that matters is the 
aggregate loan balance at the end of each 
month. 


If individual credit life insurance com- 
panies have lower break-even point require- 
ments than their group credit life counterparts, 
the answer would seem to lie mainly in 
Factors (3)-(5). Legislative and other in- 
vestigating committee proceedings give con- 
siderable evidence that individual credit 
insurance companies use these factors to 
augment income.” The Association of Bet- 
ter Business Bureaus issued a letter to the 
National Association of Insurance Commis- 
sioners on December 9, 1952, calling atten- 
tion to abuses in connection with tie-in sales 
of credit life and disability insurance. Abuses 
mentioned come under Factors (4) and (5). 
Factor (5) represents a particularly important 
source of income. Data from Connecticut 
and New York indicate that more than 


16 Loan-splitting gives lenders an added source 
of income from individual credit life insurance 
in at least one state—Texas. Loan-splitting 
consists in requiring a borrower to take two or 
more smaller loans in place of one larger one. 
When these split loans are insured in Texas, 
they yield extra premium income because the 
premium is $1 or $2 per $100 of original loan 
or fraction thereof. Two $50 loans bring twice 
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two thirds of the dollar volume of consumer- 
finance company loans are renewed before 
maturity. General evidence shows that re- 
newals comprise similarly high proportions 
of total loans in other states having opera- 
tive small-loan laws. 


Is Hold-Back Income Justified? 
Several facts are now clear: 
(1) 


borrowers is 


Protection of lenders and insured 
identical in group and indi- 
vidual credit life insurance. 

(2) Those consumer-finance companies 
which offer group insurance use the one- 
charge plan and absorb the insurance cost 
as an added expense. Those consumer- 
finance companies which sell individual in- 
surance use the two-charge plan and pass 
the insurance premium on to borrowers. 
These companies retain from 40 to 85 per 
cent of the premium (the hold-back) for 
themselves. Since their loan charge is 
usually at the maximum provided by law, 
the hold-back constitutes added income. 


(3) So far as is known, all states permit 
consumer-finance companies to offer group 
credit life insurance under the one-charge 
plan. Only a few of the states with opera- 
tive small-loan laws permit consumer-finance 
companies to sell individual credit life in- 
surance.” 


(4) Our analysis indicates that probably 
over 98 per cent of all small-loan borrowers 
deal with consumer-finance companies which 
generate sufficient loan volume to meet 
minimum-volume (break-even-point) require- 
ments of group credit life insurance com- 
panies. Further, these break-even points 
may be expected to fall as group credit life 
insurance companies accumulate more ex- 
perience. 


From these facts flows an inescapable 
conclusion. Added income from the hold- 
back must be the major reason why certain 
consumer-finance companies want the privi- 
lege of making tie-in sales of individual 
insurance. Another fact points in the same 
direction. Those consumer-finance com- 
panies which feel they can’t absorb group 
insurance costs under the one-charge plan 


as much premium and hold-back income as one 
loan of $100. 

See, for example, Public Hearings Before 
Colorado Committee on Small Loan Practices 
(1952) and Public Hearing on Credit Insurance 
Held Before the State Board of Insurance Com- 
missioners in Austin, Texas (1952). 

#8 Arizona, Florida, Kentucky, New Mexico, 
Oklahoma, Utah, Virginia and West Virginia. . 
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alternative beside tie-in sales 
of individual insurance. This alternative is 
contributory group credit life insurance. 
The premium is paid by the borrower and 
given entirely to the insurance company. 
Although lenders get experience refunds 
from insurance companies with contributory 
group credit life refunds 
are modest in proportion to hold-back in- 
come under individual credit life insurance. 
We find no consumer-finance or insurance 
company pressure on to amend small- 
loan laws to permit on/y group credit life 
insurance under the two-charge plan, nor 
do we find consumer-finance companies 
offering group credit life insurance under 
the two-charge plan in Massachusetts—the 
stat 


have another 


insurance, these 


states 


one which expressly permits them to 


do so in its insurance law. 


Certain insurance companies have spared 
neither time nor money in their fight to 
write individual credit life 
insurance operative small-loan laws, 
but little attention to group 
credit life insurance. Is this because indi- 
vidual credit life insurance is more profitable, 
or is it certain consumer-finance 
companies cannot be sold on the credit- 
insurance idea without the bait of hold-back 
income? 


sales of 
into 
given 


tie-in 


have 


because 


The foregoing analysis raises a simple 
question: Is the hold-back economically 
justifiable? ® There are two possible justifi- 
cations. One is the argument that, in selling 
credit insurance, consumer-finance companies 
performi services and/or incur expenses for 
which they should be paid. Worth consider- 
ing here are investigation, collection, bad 
The first two 
are not increased because of insurance. In- 
vestigation costs may, in fact, be decreased 
slightly in some cases by relieving the lender 
of having to make sure the debt 
repaid in event of borrower’s death. 
insurance company provides the 
All the consumer-finance company has to 
do is send periodical information to the 
insurance company giving the name, address, 
loan amount and loan maturity on each new 
or renewal loan, and the name and unpaid 
loan each 
These costs 


debts and selling expenses 


can be 
The 


policies. 


deceased borrower. 
nominal to nil. 


balance of 


clerical are 


1% The Consumer Credit Insurance Association 
Says that hold-back income is justified for two 
reasons: (1) to meet at reasonable cost the 
demand for small loans and (2) to encourage 
lenders to meet that demand. See release cited 
at footnote 5, pp. 8-9. The association’s posi- 
tion, literally interpreted, seems to be one of 
Saying that hold-back income is an essential 
element in meeting the demand for small loans. 


Small-Loan Laws 


Payment of loan balances of deceased bor- 
rowers is supposed to come out of the 
insurance company’s portion of the premium. 
This has the effect of reducing a consumer 
finance company’s bad-debt The 
Consumer Credit Insurance Association 
agrees with this point: 


losses. 


“Tt is apparent that the existence of 
insurance protection automatically reduces 
collection costs if a disabled 

or if he dies prior to repayment 
of his indebtedness.” * 


borrower is 


Straight life insurance involves consider- 
able selling expense. Potential buyers must 
be located and talked into becoming buyers. 
Neither of these conditions is characteristic 
of credit life insurance. Consumer-finance 
companies do, of course, spend substantial 
amounts on advertising to attract borrowers. 
They spend these amounts, however, whether 
they sell insurance or not. Thus, no solici- 
tation expense attaches to the credit insur- 
ance as such. Borrowers who come in for 
loans comprise a captive audience. 
ance, need and diffidence make them very 
receptive to lender The word 
is a misnomer. The phrase “order- 
much 


Ignor- 


suggestion. 
“selling” 
giving and 
descriptive and appropriate. 


order-taking” is more 


These points make it difficult to justify 
the hold-back on a straight quid pro quo 
basis. It is a device which permits consumer- 
finance companies to obtain for 
which they themselves give no service in 


income 


return, and through which their risks (bad 


debts) are lessened. 


Another possible justification is to argue 
that consumer-finance companies need hold- 
back income as a subsidy—in other words, 
that they receive insufficient income from 
lending to pay lending costs and, therefore, 
need supplemental income to continue op- 
erating. Since consumer-finance companies 
charge the maximum interest rate permitted 
by law, this argument is equivalent to say- 


ing that maximum rates are too low for 
profitable lending.” To evaluate this argu- 
ment, we ask two questions: How are 
maximum rates determined? What has 
been the profit experience of consumer- 


finance companies 


This is a 
argument in 
whole of the 
analyzing the 
conclusion. 

2» Release cited at footnote 5, p. 7. 

21 The Consumer Credit Insurance Association 
makes this claim, but offers no supporting evi- 
dence. See release cited at footnote 5, p. 7. 


eonclusion, however, rather than an 
support of a conclusion. The 
present article is devoted to 
tenability of the association’s 
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Principle and Practice 
of Setting Maximum Rates 


The Russell Sage Foundation developed 
the principle for determining maximum rates 
as follows: Set them at a level which will 
attract private capital by permitting lenders 
to offer a well-rounded loan service at an 
adequate over-all rate of profit) How high 
a maximum is required to achieve this goal? 
Rather, the answer 
varies from time to time, depending on a 
number of Particularly important 
are size, volume of 
per loan office, location of office, type of 
organization, and credit 
structure in raising funds and in facilitating 
exchange of credit information among lenders. 

‘Vhen the foundation became inter- 
ested in money-lending, there was relatively 
little information < from which to 
determine workable maximum rates. Illegal 
lenders were secretive, and banks did little 
or no consumer lending. The foundation’s 
best source proved to be the remedial loan 
association. It specially chartered 
association formed to make loans to work- 
ingmen and others at rates up to 2 per cent 
a month. Public-spirited citizens put up the 
capital, and agreed to accept a nominal 
dividend in return. For this the 
remedial association is often referred to as 
a semiphilanthropic agency. There were 
Six 1906. With active 
foundation support, the number had grown 
to 41 in 1915. The limited return which 


7 ‘Table 2. 


Summary of Maximum Rates in 37 
Operative Small-Loan Laws 
Number of 
States with 
Lower Rate(s) 
on Larger 
Balances 


There is no one answer. 


factors. 


average loan business 


effectiveness of 


first 





lable 


Was a 


reason 


such associations in 











Number of | Two- Three- 
Maximum Flat-Rate Rate Rate 
Monthly Rate States Break Break 
3% per cent 2 5 1 
3 6 mig 8 
2u% 1 3 2 
2.218 0 1 0 
2 Z 0 0 
10 per cent a year.. 1” 0 0 

12 14 11 
a Includes New Mexico, which permits a 5 


per cent rate on loans of $50 or less. 

» Oklahoma, which permits additional charges 
as follows: an initial charge of 5 per cent; 
and a monthly charge equal to 2 per cent of 
the unpaid balance or $2, whichever is lower. 
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they offered restricted the amount of capital 
they were able to raise. As a result, illegal 
lenders continued to get the bulk of th 
business. 


Experience with remedial agencies led the 


foundation to experiment with legislatior 
regulating commercial lenders. It drafté 
laws for Massachusetts in 1911 and Ney 


Jersey in 1914 containing maximum rates of 
cent a month. Lenders insisted that 
3 per cent was too low and proposed the 
addition of The foundation opposed 
this because of the abuse of fees by loan 


sharks. 


2 
2» per 
fees. 


A compromise of 3% per cent a 
month was reached, and was incorporated 


in the first (1916) ;draft of the uniform 
small-loan law. Loans were limited to a 
inaximum of $300. Both sides agreed t 
support enactment of the model, and t 


unchanged until it had been giver 
a fair test. This agreement was amicably 
terminated in 1930. 


leave it 


The second, third, fourth and fifth drafts 
of the uniform small-loan law kept the flat 
maximum rate of per cent a month 
The sixth (1935) draft substituted a grad- 


3Y% 


uated rate structure as follows: 3% per 
cent a month on that part of any loat 
balance up to $100, and 2% per cent 

month on that part of any loan balance 


over $100. The foundation introduced this 
change in an effort to encourage lenders 
to make small loans as well as large ones 
The seventh (1942) draft reduced the rates 
to 3 and 2 per cent a month, respectively 


Table 2 shows the influence of these 
changes on small-loan legislation. Twenty- 
five, or two thirds, of the states with opera- 
tive small-loan laws have adopted graduated 
two- or three-rate structures. Included here 
are all 17 states which permit loans above 
$300. Fourteen of the 17 set maximum rates 
of % to 1 per cent a month on that part 


of any loan which exceeds $300. Only tw 
states still have a flat maximum of 3% 
per .cent. 


This brief history documents the point 
that one maximum rate is immutable. 
As lending conditions have improved over 
the past four decades, states have been able 
to lower rate maximums. In 


no 


some cases 
reductions have proved too great and have 
had to be restored at a later date. This 


pragmatic attitude is nicely summed up in 
the following quotation: 

“The rate of return realized by licensed 
lenders and its significance with respect to 
rates are being constantly analyzed by the 


Banking Department [New York]. IE it 
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Table 3 


Net Profits Before Interest in Per Cent of Average Used and 
Useful Assets in 26 of the 37 States with Operative 
Small-Loan Laws, 1946-1952, as Available 


State 1946 1947 
$5,000 loan limit 
California * (1949)” 3.8 4.8 
$1,500 loan limit 
Nevada (1951)? 
$1,000 loan limit 
Nebraska * 7.7 8.6 
Ohio ‘ FoF 6.4 
$500 loan limit 
Connecticut 6.2 8.1 
Illinois * (1947)” 6.5 6.5 
Indiana (1951) 7.0 7.7 
Michigan (1947)? 9.2 9.3 
New Jersey (1948)? 6.4 7.6 
New Mexico (1947)? 
New York* (1949)? 6.2 6.8 
Washington Ad 7.3 
$300 loan limit 
Colorado ‘ 
Florida * 4.8 
Idaho 
lowa 6.1 6.8 
Louisiana * 
Maryland 8.6 8.5 
Massachusetts * 4.4 31 
Minnesota 8.6 8.5 
New Hampshire * 
Oregon 2 
Vermont 6.3 8.1 
Virginia 6.4 6.8 
West Virginia 9.7 10.2 
Wisconsin I 6.0 


1948 1949 1950 1951 1952 
6.1 6.2 5.1 5.1 5.3 
8.7 6.7 
8.9 8.5 8.7 7.9 a3 
7.0 6.7 6.6 6.1 5.8 
7.8 7.6 7.3 6.4 6.1 
6.7 6.4 6.7 6.3 5.9 
y 7.0 6.7 5.9 6.0 
8.6 8.1 8.2 7.0 
ha 6.9 6.9 6.5 6.3 
5.3 9.6 8.8 
7.0 6.7 6.5 6.0 
7.5 aa 45 7.4 8.1 
6.1 6.2 ae 
1.0 4.1 6.8 6.2 6.5 
6.4 6.6 
7.3 7.1 432 6.5 6.6 
a7 5.9 5.0 48 
9.1 8.1 8.9 7.6 7.1 
2.6 3.8 a7 ao 3.5 
9.1 8.1 8.9 7.6 Al 
51 5.9 6.1 6.4 
9.1 8.0 8.8 99 9.4 
7.9 a5 8.7 6.9 7.0 
7.6 7.8 7.9 7.0 
10.1 10.1 10.0 9.5 8.6 
5.9 6.5 7 ea 


a Net profits are shown in per cent of year-end assets. 
» Year the law was changed to raise the small-loan maximum above $300. 
e Average used and useful assets are determined by multiplying average outstanding loans by 


115 per cent. 


appears that the small loan rates in this 
State producing profits for 
lenders beyond those which are earned by 


are licensed 
the general run of corporations able to com- 
pete successfully for capital in the invest- 
ment market, the Department will recommend 
an adjustment in rates to the Legislature. 
Conversely, if the rates should prove to be 
fixed too low for the preservation of ade- 
quate small loan facilities, the Department 
will believe itself under equal obligation to 
call that fact promptly to the attention of 
the Legislature. For it is greatly to the 
public interest that conditions not be made 
favorable for the return of the loan shark.” * 


22 Special Report of the Superintendent of 
Banks on Licensed Lenders (State of New York 
Banking Department, 1946), p. 18. 


Small-Loan Laws 


The foregoing analysis leads to a major 
conclusion. Consumer-finance companies 
as ad group are estopped from pleading for 
hold-back subsidies any other extra 
charges on the ground that their profits are 


too low. 


or 


Their remedy when profits appear 
inadequate lies in making a direct request 
eaves 

ror |t 


ligher maximum rates. 


Profit Experience 
of Consumer-Finance Companies 


Evidence clearly shows that average con- 
sumer-finance company profits have been 
adequate in states with operative small-loan 
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laws, both before and since World War II. 
Probably the simplest indication of this is 
the fact that there has been no lack of will- 
ingness of capital to enter the business in 
the postwar period. This would not be 
true if the industry were unprofitable. 

Twenty-six of the 37 states with operative 
small-loan laws publish annual data on con- 
sumer-finance company profits.‘ Table 3 
gives the net profit-total ratios, as 
available, for these states during the years 
1946 to 1952. Study of the table indicates 
two things: First, there was no general 
downward (or upward) trend in profit 
levels from 1946 to 1952. Any argument 
for hold-back subsidies would, of course, be 
greatly strengthened by a pronounced fall- 
ing-profit trend. Second, almost 90 per cent 
of the figures in the table exceed 6 per cent, 
and fall predominantly in a range from 6 
to 8% per cent. Corresponding estimated 
profit-common stockholder equity ratios 
range from 8.9 to 16 per cent.” Comparable 
ratios of all manufacturing corporations ap- 
proximated 14.8 per cent between 1947 and 
1950, and 10 per cent between 1951 and 
1953. Since manufacturing is a high-profit 
venture in good times, these comparisons 
clearly show the adequacy of consumer- 
finance company profits during recent years. 
But that is not all. Consumer-finance com- 
pany profits are remarkably stable, and fall 
less in depression than do the profits of 
most industries.” 


asset 


We have been concerned up to this point 
with average profit levels. Not all consumer- 
finance the average, of 
course. They vary from ’way below aver- 
age up through average to "way above aver- 
age, Companies with below-average records 
cannot expect any special consideration from 
states either as regards maximum rates or 
as regards supplemental income. States 
make rates the assumption that con- 
sumer-finance companies will (1) be of aver- 
age efficiency, (2) operate at above a 
set scale and (3) employ leverage in their 
capital structure. Companies which fall 
*3 These figures are obtained as follows: Dur- 
ing the postwar years, debt leverage of the con- 
sumer-finance companies has averaged at least 
50 per cent and debt-preferred leverage at least 
65 per cent. Using these estimates, we get: 


companies are at 


on 


or 








Return per $100 of assets $6.00 $8.50 
Deduct interest on debt 
($50 x 4%) 2.00 2.00 
Return per $50 of net worth $4.00 $6.50 
Deduct preferred dividends 
($15 x 6%) .90 -90 
Return per $35 of common-stock- 
holder equity $3.10 $5.60 
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short on more counts should 
expect special consideration.” 


one or not 


Our previous discussion has indicated the 
importance of leverage in determining re- 
turn on common-stock equity. Table 4 
illustrates the importance of scale. Illinois 
small-loan offices with less than $25,000 in 
assets had very poor profit records in 195] 
and 1952. Those with assets of $25,000 to 
$50,000 had mediocre records, with one ex- 
ception, Only the loan offices with assets 
of $50,000 or more had earnings records 
approaching average. States would certainly 
be ill advised to raise maximum rates (or per- 
mit supplemental hold-back income) for the 
special benefit of the small minority of loan 
offices which are unable to employ assets 
of $25,000 or more. To do this would ad- 
versely affect not just the relatively small 
proportion of borrowers who patronize the 
smaller loan offices, but all borrowers. 


Lending Practices 


Tie-in sales of individual credit insurance 
give rise to two undesirable types of lend- 
ing practices. The first is coercion, arising 
because of the unequal bargaining powers 
of borrower and lender. This evil is widely 
acknowledged by people within and outside 
the small-loan industry. A consumer-finance 
company executive with more than 45 years 
of small-loan experience sums up the coer- 
cion problem, with particular reference to 
tie-in credit insurance sales, as follows: 


“One of the earliest subterfuges used by 
the old-fashioned loan shark was the tie-in 
sale of an article at an exorbitant price for 
which the borrower had no desire or need. 
Pipes, blankets, ink wells, door mats, pre- 
mium coupons, etc., have all been sold in 
this manner at one time or another. The 
borrower’s necessities or desires were such 
that he agreed to conditions imposed by 
the lender. 


“The unequal bargaining power of the 
borrower and the lender is an important 





Per cent return on common- 


stockholder equity 8.9% 16% 
The interest and preferred dividend rates 


used here are above those which have prevailed 
in the market during the postwar period to 
date. 

**See Ernst A. Dauer, Comparative Operat- 
ing Experience of Consumer Instalment Financ- 
ing Agencies and Commercial Banks, 1929-1941 
(New York, National Bureau of Economic Re- 
search, 1944), p. 129. 

*> See report cited at footnote 22, p. 7, for an 
explicit statement on these points by a state 
supervisory agency. The same problem occurs 
in the public-utility industry. 
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Size of Loan 


‘ Table 4 
Profitabitity of Illinois Consumer Finance Company Offices 
by Size of Office, 1951 and 1952 


Net Profits Before Interest 
in Per Cent of Total Assets 


Per Cent of Offices 








Office in Total Assets 


1951 1952 1951 1952 
Under $10,000 * 1.91 1.19 6.7 4.9 
$ 10,000- 25,000 i 5:22 3.76 9 2.5 
25,000- 50,000 : 9.74 8.38 3.4 5.3 
50,000- 75,000 : 8.35 7.36 ee 4.4 
75,000-100,000 ; 8.00 6.67 4.2 3.6 
100,000-200,000 . 25.04 24.61 1 5.6 
200,000-300,000 : 14.95 16.41 6.0 5.7 
300,000-400,000 , 10.61 12.65 7.0 6.6 
Over 400,000 ’ 15.48 17.43 7.0 6.0 
No assets ; 70 1.54 
100.00 100.00 
- 6.3 * 5.9 * 


Average. 


reason for the unifyrm small-loan law prin- 
ciple that the lender must not profit from any 
collateral transaction in connection with grant- 
ing a loan. Unfortunately, instead of pipes 
or blankets, the joan shark now sells in- 
surance, The profit is bigger, it is easier 
to sell, and insurance permits him to appear 
a benefactor.” * 

The Consumer Credit Insurance Associa- 
tion objects to the coercion argument: “We 
do not agree with this reasoning. The small 
loan industry is highly competitive. . . . 
If coercion were used by small loan lenders 
who offer credit insurance protection to 
their customers, the customers’ resentment 
would be so great that they would move 
en masse to the non-insuring lender.” 
cently, a Michigan lender was convicted in 
court of requiring each borrower to buy a 
bottle of vitamin pills at $10.30 as a condi- 
tion of granting the loan.” He was con- 
victed on similar charges in 1940, 1947 and 
1949. If competition operated the way the 
Consumer Credit Insurance Association claims, 
desert 


Re- 


borrowers would such a lender and 


seek loans from lenders who do not require 
purchases of vitamin pills. This did not 

*6 Article cited at footnote 6, p. 48. For state- 
ments of two other consumer-finance company 
executives against tie-in sales of insurance or 
anything else, see Public Hearings, etc., cited at 
footnote 17, pp. 139-143. 

* Release cited at footnote 5, p. 8. Another 
argument is also advanced: ‘‘A seller’s market 
has been unknown for several decades, and the 
small loan borrower has and will continue to 
hold an excellent bargaining position.’’ This 


refers to the generally easy supply of money 
and 
omy 


characterized our econ- 
Such an argument is 


credit which has 
since the 1920's. 


Small-Loan Laws 


happen, In all four years (1940, 1947, 1949 
and 1953) the “vitamin” lender did not lack 
for Examples similar to this 
can be presented ad nauseam. 

An executive of one of the companies 
which helped found the Consumer Credit 
Insurance Association testified on tie-in in- 
surance sales before the Colorado Commit- 
tee on Small Loan Practices in December, 
1952. Part of his testimony follows: “So, 
is coercion in itself bad? It can be but it 
may not be. It’s like many things in life, 
they’re bad for some and good for others.” * 
Noting that lenders may require credit life 
insurance in Maryland and noting relatively 
little criticism of the Maryland law, he con- 
tinues: “How bad is coercion? Do people 
get upset because they’re coerced to their 
wonder?” This argument 
not only debunks competition but attempts to 
transform coercion from a vice into a virtue. 

A state insurance reflects 
an attitude on the roles of competition and 
coercion more in keeping with historical 
and statistical evidence: 

“The distinguishing feature [of credit 
life and accident and health insurance] is 


borrowers. 


own good? I 


commissioner 


irrelevant, however. Imperfections in the con- 
sumer-loan market arise mainly from _ short- 
comings on the demand side, namely, borrower 
ignorance, diffidence and need. 


*s People v. Coleman, 59 N. W. (2d) 276 
(Mich., 1953). The pills retailed at $2.50 a 
bottle. 


*° Public Hearings, etc., cited at footnote 17, 
p. 66. 

%° Public Hearings, etc., cited at footnote 17, 
p. 67. The Maryland law does not permit 
hold-back income. 


789 





that competition does not exist as far as 
the purchaser of this type of insurance is 
concerned. Competition exists only in the 
open market where the buyer has the free 
selection of sellers. In the case of credit 
insurance, the borrower is not given the 
choice of several sellers. On the contrary, 
once he chooses his lender, he buys insur- 
ance, coerced or not, from the company 
the lender represents or chooses. Any com- 
petition that between insurance 
companies in negotiating with the lending 
agent to make their product attractive to 
him. The major factor with which the 
company can bargain is their agents’ com- 
missions and, of course, they must meet or 
surpass the commission scale paid by their 
competitors if they are to have a successful 
operation. The effect of this system is to 
force rates up rather than down for the 
lending agent little about the final 
cost of the insurance, which is somewhat 
dependent on the agents’ commissions, as 
it is passed on to the borrower.” ™ 


exists is 


cares 


This brings us to the second undesirable 
lending practice resulting from tie-in sales 
of credit Whenever lenders 
charge interest in advance they are under 
real temptation to augment net income by 
(1) failing to rebate interest on loans pre- 
paid in full, (2) encouraging increased turn- 
over of loans and (3) splitting loans. The 
uniform small-loan law ended that temp- 
tation by requiring lenders to charge inter- 
est at the end of each month on the money 
actually used during the month. Individual 
credit life under the two-charge 
plan reintroduces a charge in advance—the 
premium. 


insurance. 


insurance 


Professor Parish sums up the problem 
clearly: “A small loan lender’s desire to turn 
some of his normal business losses into income 
is enhanced by the technical side of the sale 
of credit insurance. Though he may make 
loans bearing maturities of only a few 
months, the insurance premiums which he 
charges cover a full 
therefore, for a small loan lender who sells 


year. It is possible, 
money and insurance in a single package to 
increase his profits, more than proportion- 
ately, as he speeds up the turnover of his 
loans through the granting of shorter ma- 
turities.” * 

He that such a trend 
is Occurring in states which permit tie-in 


presents evidence 


"Letter of Frank Sullivan, Insurance Com- 


missioner of Kansas, to other state insurance 
commissioners (March 1, 1954), p. 2. 

2 William M. Parish, ‘‘Credit Insurance and 
the Small Loan Industry,’"’ 6 New Mexico Busi- 


ness 4 (June, 1953). 
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sales of individual credit life insurance. He 
also notes that “the profit from insurance, 
increased by the turnover of loans, is in- 
creased further by the larger size of each 
loan as insurance premiums are added to 
the requested loans.” Since these insur- 
ance premiums are actually phantom ad- 
vances, “the small loan lender here finds 
an opportunity to have his cake and eat it, 


too. 

We noted earlier that Connecticut and 
New York data indicate that more than 
two thirds of small loans are renewed prior 
to maturity. The 1946 New York study 
cited previously states that in “the majority 
of cases borrowers are solicited for addi- 
tional loans after three or four payments.” ® 
States which permit tie-in sales of credit 
life insurance in the face of this fact are 
open to the charge of being flagrantly in- 
different to welfare. This is a 
fortiori true when, as available data show, 
hold-back income represents a substantial 
added income to lenders.” 


Group 


35 


borrower 


source of 
credit life insurance under the 
one-charge plan does not encourage unde- 
sirable lending practices. There is no in- 
centive to coerce the borrower into buying 
insurance: He gets it automatically. There 
problem of exorbitant price: The 
lender in cases is already charging 
the maximum interest rate permitted by 
law. The insurance provides no incentive 
for the lender to encourage prepayment or 
renewal of premiums 
are computed on the outstanding loan bal- 
ance at the end of the month. The coming 
and individual borrowers have 
no effect on the premium; only the aggre- 
amount which borrowers the 
month’s end matters. 


is no 
most 


loans. Insurance 


going of 


gate owe at 


Opinion Polls 


Several opinion polls have been conducted 
credit and the results have 
been given wide publicity in the financial 
The key question in each of the polls 
this Do you believe 
insurance is a worth-while 
Affirmative answers range from 86 
to 96 per cent of those asked. These high 
not surprising. What is 
surprising is that they are not 100 per cent. 


like 


on insurance, 
press. 
been to effect: 
credit 
tion? 


has 
protec- 


percentages are 


Insurance in our country is something 
3 See footnote 32. 
* See footnote 32. 


% Report cited at footnote 22, p. 9. 
“ Discussion at pp. 792-794. 
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virtue; almost no one is against it per se. 
It is doubtful that a meaningful brief ques- 
tion can be phrased on consumer credit in- 
This results from 







surance in the abstract. 






the fact that consumer financing is carried 






on by three types of agencies with different 
and 





origins institutional characteristics. 






Retail installment financing is not subject 


to the usury laws and, hence, has developed 






on its own. Sales finance companies multi- 
plied during and after World War I, and 
quickly established their own operating pat- 
concerned, 





and 
than 
prior 
study 
jority 
addi- 






terns. As far as charges are 






they adopted a discount form of interest or 





finance charge supplemented by added charges 
This multiple- 






for one thing or another. 


” 






































el charge plan has been characterized by over- 
on charging and other abuses from the start. 
y in-| Proof lies in the fact that 17 states have 
‘ig g}Passed retail installment-financing laws in 
how, |tecent years and many of the remaining 
ntial }states are considering similar control mea- 
sures.” These laws contain a basically dif- 
the | ferent method of charging from that of the 
nde- |uniform small-loan law. The latter sweeps 
» in- Fout all supplemental charges, and regulates 
ying | the one charge which is permitted. The 
here f retail financing laws permit multiple charges 
The | and attempt to regulate each one. 
“ The Russell Sage Foundation fought so 
.- | hard against the multiple-charge system, in 
a setting up and pushing the uniform small- 
‘a loan law, because multiple charges confuse 
ums} consumers; because loan sharks regularly 
bal- used multiple charges to take advantage of 
"un8 consumers; because a one-charge plan is 
_— simple; and because, for the average borrower, 
ee simplicity is the essence of understanding. 
e 
States have continued the multiple-charge 
plan in retail installment financing laws 
largely because the system was institution- 
ally entrenched by the time states got around 
ted | to passing legislation. 
ave Banks engage in both retail installment 
cial | financing and cash lending. In their retail 
IIs installment-financing activities, they use the 
eve | same method of charge and are subject to 
€C- | the same control as sales-finance companies. 
86 | Only their cash-lending activities are sub- 
igh | ject to usury-law maximums. Banks are per- 
iS | mitted to supplement interest on cash loans 
nt. | with other charges, such as investigation 
ike | and service levies, delinquency fees and in- 








% See Wallace P. Mors, ‘‘State Regulation of 
Retail Instalment Financing—Progress and 
Problems,’’ 23 Journal of Business of the Uni- 
versity of Chicago 199-218 (October, 1950) and 
24 Journal of Business of the University of 
Chicago 43-71 (January, 1951). 
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surance premiums. This, too, is a multiple- 


charge system. 

Consumer financing thus has developed 
and grown to maturity in a house divided. 
> closely regulated consumer- 





On one side ¢ 
finance companies operating under a high- 
maximum-rate plan. On the 
other side are less closely regulated sales- 
finance companies and banks operating under 
lower interest maximums*® supplemented 
by additional charges. Credit insurance 
came along after the house was built, and 
was readily and willingly adopted by banks 
and sales finance companies. Most of them 
sell it and make another charge to con- 
sumers. Some Sell individual insurance and 
get hold-back income; others sell group in- 
and hold-back income. A 
few offer group insurance with no separate, 


one-charge 


surance get no 


identifiable charge. 


We can now give proper perspective to 
the question in the opinion polls. When 
consumers say they believe credit insurance 
provides worth-while protection, what do 
mean? Individual credit life insurance 
claim it consumers are 
pay extra for credit-insurance 
protection. But what would consumers say 
if they were asked this question: Would 
you rather pay extra for credit life insur- 
ance or have it furnished without extra 
charge? This question is no more leading 
than first. Neither can be answered 


they 
proponents means 


willing to 


the 
with meaning unless the person being asked 
understands the characteristics and prac- 
tices of the several consumer-financing agen- 
cies. How would consumers about 
paying a consumer-finance company extra 
for credit insurance when they learned the 
company had been given a maximum in- 
terest rate high enough to cover all lending 
argue that consumer-finance 
companies should have the right to make 
tie-in credit insurance sales merely because 
banks and sales-finance companies have it is a 
non sequitur. At least it is in a house divided. 


feel 


costs? To 


We can also now give proper perspective 


to a somewhat closely allied matter. When 
an insured borrower dies, his family is 
naturally gratified and relieved over the 


fact that his unpaid loan balance is covered 
by insurance. Statements to this effect have 
been collected and publicized by proponents 


of individual credit insurance. Our analysis 








* This is true of retail-sales financing transac- 
tions in states which have retail-sales financing 
laws which set maximum finance charges; it 
may or may not be true in other states. 






shows that families of deceased borrowers 
receive the same relief from group credit 
insurance at much lower cost. It also shows 
that the cost of group insurance is lower 
for the many times greater number of bor- 
rowers who do not die during the loan period. 


Legal Status of Tie-In Sales 
of Credit Life Insurance 


Thirty of the 37 operative small-loan laws 
contain the following clause or its equiva- 
lent: “In addition to the charges herein pro- 
vided for no further or other amount what- 
soever shall be directly or indirectly charged, 
contracted for, or received.” Strict inter- 
pretation of this clause rules out tie-in sales 
of credit life insurance. Twenty-two of the 
30 states follow this interpretation.” The 
remaining eight permit tie-in credit life in- 
surance sales either by ruling or letter of 
the state supervisory agency or simply by 
its tacit approval.” Three of the eight, how- 
ever, do not permit lenders to keep any 
hold-back income.” 
duced the incentive consumer-finance 
companies to make tie-in insurance sales in 
these states. The actual spread of tie-in 
sales is thus not as great in reality as it ap- 
pears on paper. Legal opinion is divided 
on whether the supervisory authorities in 
these eight states have the authority to per- 
mit tie-in credit life insurance sales. In 
1949 the National Association of Small Loan 
Supervisors passed a resolution opposing 
the requirement of credit life insurance by 
small-loan licensees whenever the premium 
is paid or charged to the borrower. 


The other seven of the 37 states with 
operative smali-loan laws have provisions 
ssly dealing with the credit-life prob- 
Again, however, the actual spread 
of tie-in sales is less than appears from this 
statement. Maryland and Pennsylvania pro- 
hibit hold-back income. Massachusetts ac- 
complishes the same end indirectly by limit- 
ing sales to group credit life insurance. 
South Dakota’s law limits tie-in sales to 
loans in excess of $300. Only three of the 
seven states thus give full encouragement 
to tie-in sales. Of these three, Louisiana 
and Missouri limit tie-in sales to decreasing 
credit life insurance. 


This has greatly re- 


for 





% For a discussion of the small-loan industry 
with special reference to the credit-insurance 
problem in one of these 22 states, see Robert 
H,. Christy, ‘‘Credit Life, Health and Accident 
Insurance and the Small-Loan Industry in 
Indiana,’”’ 1954 Insurance Law Journal 465-473 
(July). 
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Too few of the states which permit tie-in 
sales of credit insurance have issued usable 
data on the effect of such sales on lenders’ 
profits. Judging by scattered available data, 
however, the results are startling. Professor 
Parish has closely analyzed New Mexico's 
experience. He notes that credit insurance 
sales spread rapidly in the postwar period: 
“In 1948, slightly more than one-third of 
the small loan licensees sold credit insur- 
ance in connection with lending. Yet this 
minority received more net profits from insur- 
ance commissions alone, than all the licensees 
received from interest—in f per 


fact 15 cent 
more.” “ The succeeding years 


two 
duced similar results. Lenders achieved large 
hold-back income by splitting loans, writing 
short maturities, encouraging loan turnover, 
failing to make premium rebates on can- 
celed loans and charging all the traffic would 
bear. These are traditional loan-shark prac- 
tices, Their use in New Mexico is further 
vindication of the the 
charge principle embodied in the uniform 
small-loan law. 


The New Mexico bank examiner took 
official cognizance of the situation in his 
1949 annual report: “Some features of the 
insurance business and particularly the life, 
health and accident insurance business as 
conducted by most of the licensees who 
make loans principally in the lower brackets, 
is very unsatisfactory it may be neces- 
sary that legislation be enacted to 
correct the abuses.” 


pro- 


soundness of one- 


A new examiner took over in 1951 and 
stopped issuing data on hold-back income. 
Professor Parish has thus been unable to 


carry his quantitative analysis of New 
Mexico’s small-lending practices beyond 
1950. Apparently there has been no im- 


provement, for in 1952 the new examiner 
attempted to limit charges on credit insur- 
ance and require refunds on canceled poli- 


cies, Lending interests challenged his au- 
thority, and in 1953 the legislature took 
the administration of credit insurance out 


of his hands and transferred it to the super- 
intendent of insurance. 


Nebraska issued data on hold-back in- 
come for one year—1946. Seventy-five li- 
censed lenders operated in the state that 
year. Only two sold credit life insurance, 
and on only 4 per cent of their loans. Only 


See footnote 18. 

‘t Florida, Kentucky and Virginia. 

® Louisiana, Maryland, Massachusetts, 
souri, Nebraska, Pennsylvania 
Dakota. 

4 Article cited at footnote 32, p. 5. 
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46 sold credit disability insurance and on 
only 40 per cent of their loans. Yet hold- 
back income amounted to $81,500 or over 


one sixth of the total net income of all 
lenders from authorized loan charges of 
$494,000. Without hold-back income net 


profits were 7.68 per cent of total assets 
for all lenders. With hold-back income the 
figure jumped to 8.95 per cent. In the 
words of Professor Parish, those lenders 
who sold credit insurance “must have prof- 
ited handsomely.” “ 

A legal brief reaches the following con- 
clusion on basis of Nebraska’s 1946 
experience: it can hardly be argued 
that the concern of the lender in requiring 
life, accident and health insurance on short- 
term loans is to insure the life or health of 
the borrower. His concern is obviously the 
profit derived from the sale of insurance, such 
profit being added to the statutory charges 
and used to evade the Small Loan Act.” ® 


the 


Inadequate legislation and bad lending 
conditions have long gone hand in hand in 
North Carolina.” The state’s commissioner 
of banks goes to the heart of the difficulty 
in this recent statement: “There is little 
this department can do about the practices 
of small loan companies. We have no super- 
vision over them except in checking the 
interest and fees on their loans. ; 
Actually the small loan companies ought 
to come under the supervision of the State 
Insurance Department. These companies 
are not in the banking business. They’re 
in the insurance business. More than three- 
fourths of their income is from the insur- 
ance they sell.” * 


Colorado’s small-loan legislation contains 
the clause on “no added charges” set forth 
at the outset of this section. In spite of 
this, tie-in credit insurance sales by small- 
loan licensees spread in the postwar years. 
In 1952 the attorney general took cogni- 
zance of the situation and issued two rulings 
that tie-in sales were illegal. The Colorado 
Committee on Fair Loan Practices was set 
up in 1952 to investigate consumer-loan laws 
and practices, and make recommendations 
for improvement. One of its findings is 
pertinent here: 


“The most outstanding violation was a 
practice of many lenders to collect an extra 
profit in addition to full regular interest 
charges from the tie-in sales of credit in- 
surance in connection with loans. Lenders 
tried to play down the substantial amount 
of these extra charges, but the credit in- 
surance companies themselves admit that 
premiums collected in 1951 exceeded one- 
half million dollars.” * 


Data submitted by insurance companies 
that the ratio on individual 
credit life insurance sold in Colorado was 
than 17 per cent in 1951. Thus, 83 
cents of every premium dollar went to 
insurance companies and lenders. Accord- 
ing to the report: 


show loss 


less 


“Lenders admit they collect 40% to 50% 
commissions for this kind of ‘side’ sale transac- 
tion, in addition to their profit from interest 
charges. It is just common sense that the 
availability of such substantial extra profits 
would result in some lenders taking ad- 
vantage of needy borrowers. Cases of 
multiple policies and exorbitant premium 
charges are numerous.” ” 


The report continues: “It is significant 
that credit life, health and accident insur- 
ance companies continued to urge the sale 
of their commodity in Colorado in spite of 
the fact that the practice has been declared 
illegal.’ 

We need to add that the statement does 
not apply to all insurance companies. Notable 
exceptions are certain companies—includ- 
ing the country’s two largest—which write 
group credit life insurance, but do not write 
individual credit life insurance. The Pru- 
dential Insurance Company of America, 
which falls in this category, made its posi- 
tion clear in the following statement before 
the Colorado committee: 


“Tf small loan legislation provides 
the lender with adequate charges for the 
making of small loans, we believe that life 
insurance coverage in connection with Small 
Loans should be provided by the Group 
method, without additional identifiable charge 
to the borrower. This would appear to be 





# Article cited at footnote 32, p. 5. 

* Charles W. Joiner and Cameron W. Cecil, 
“Principal Brief on Behalf of the Supervisor 
of the Small Loan Department,’’ Conference on 
Personal Finance Law (September 5, 1949), 
p. 38. 

“For a recent first-hand account of such 
conditions, see Simmons Fentress, ‘‘The Loan 
Shark,’’ Raleigh, North Carolina News and 


Observer, April 18, 19 and 20, 1954. 


Small-Loan Laws 


* Quoted from William Hays Simpson, ‘‘The 
Loan Shark Problem in the Southeastern 
States,’’ 19 Law and Contemporary Problems 78 
(Winter, 1954). 

48 Report of Colorado Committee on Fair Loan 
Practices (mimeograph, 1953), p. 2. 


*# Report cited at footnote 48, p. 10. 
% Report cited at footnote 48, p. 11. 





consistent with the objective of Small Loan 
legislation to limit charges.” ™ 


There was no dispute in the committee 
hearings on the adequacy of small-loan 
maximum rates in Colorado. These maxi- 
mums, adopted in 1943, are 3% per cent a 
month on any loan balance up to $150, and 
2% per cent a month on any part of the 
loan balance between $150 and $300. Colo- 
tado rates are almost 20 per cent higher 
than those recommended in the seventh 
(1942) draft of the uniform small-loan law. 
The Colorado committee unanimously rec- 
ommended “the adoption of a statutory pro- 


















to the small-loan sphere. They have grown § hand. 
to such general proportions that the National panie 
Association of Insurance Commissioners ms 

was finally compelled to recognize the Th 
problem officially. In 1952 it set up a special Lite 
subcommittee to study the problem and }2°t 

make recommendations. The subcommittee 7S"! 
held its first meeting in December, 1952; Lite 
issued an interim report a year later; ™* and men' 
last June rendered its final report,” and was Sit 

se 





discharged.” 






The December, 1953 interim report evoked 
a storm of controversy in trade circles. 
One commentary called it “toothless” * and 




















































hibition to the sale of credit life, health and another “a sermon against sin.” ® C1 
accident insurance by and through [small fe ‘ , . sae cred 
; ah a [The subcommittee chairman. himself, in}... 
loan] licensees. ; 7 3 s seco 
an appeal for more serious consideration, at 
Texas has, in its constitution, a usury-law expressed similar sentiments: his 
limit of 10 per cent a year. This limit is & ; Jaeenis 
: ; . ; ip therefore should they [the report’s ] spec 
too low to permit consumer-finance com- ; , ‘ 
bee cans ear recommendations] be adopted, they would ]} ance 
pany operations, and the law is inoperative. ; : 
: : : 2 : only restate statutes which we know have 
Money-lending is carried on by unlicensed 5 pro- 
7 ; sae , not solved the problem by the very fact]; . 
lenders who are able and willing to use : ve ’ ing 
: 5 ca ; that the problem exists and is under study ds 
various devices designed to circumvent the [59] ; ” | bor: 
a . ¥ : att: - Dy ws. It would certainly not be . 
spirit of the usury-law maximum. One of : Wea? ae - Be mez 
oa a ec See aang to the credit of the N. A. I, C. should we 
these devices is the tie-in sale of credit in- . ‘ gen 
; sabotage in any manner the accomplishments | °~ . 
surance. As a typical example, the total ; : eae acti 
: : - gig already made in the small loan field. 
charge on a three-month $50 loan is $18. : sur: 
Only 48 cents is called interest and the The final report of the subcommittee, | ¢,< 
rest insurance charges and fees. The effec- adopted June 9, 1954, contains few sub- dis: 
tive annual interest rate on this total trans- stantive revisions, but is prefaced with the Sie 
action is approximately 180 per cent. A commissioners’ significant warning that “we sper 
1939 study of 2,554 loans by the Better did not concern ourselves with the legality Sd 
: c a a > . i . ad 
Business Bureau of Dallas, Inc., shows effec- of the sale of such insurance in connection pla 
tive interest rates between 120 a and with a lending or credit transaction, nor ae 
1,131 per cent, with an Scie 271 a did we consider its sale in relationship to pre 
cent, A recent insurance hearing reveals  {4:- trade or anti-trust laws.” ® hia 
that Texas borrowers paid almost $11 mil- ; ; ng 
lion in credit insurance premiums in 1950, Further, the report is augmented by “in- \ 
* ‘ ae aaas er ake ~}? e ” . ns ads ee f 
of which money lenders kept $7.5 million, formational” addenda consisting largely of cot 
or 71 per cent as hold-back income. Death proposed amendments offered by a dissent- f 
. . . . e ort, : es sy “o's 5 ot oO 
and disability claims paid amounted to only ig regulatory official, two insurance-industry shy 
seven cents of every premium dollar.™ spokesmen and a small-loan company repre- | ~ 
4g) rr sentative. The report itself, like the interim | ¢* 
This sorry record fully bears out the report of December, 1953, treats consumer | ™ 
Russell Sage Foundation’s stand that de- financing in the abstract, and thus ignores } °f 
parture from the one-charge principle is the real differences which exist in the legal Co 
the way back to loan sharkdom, Credit- environment and institutional practices of | Pl 
insurance abuses are by no means confined consumer-finance companies, on the one 
51 Statement on Behalf of Prudential Insur- 55 Report of the Subcommittee, etc. (mimeo- bil 
ance Company of America on Proposed Colo- graph, June 7, 1954), pp. 1-9. inc 
rado ae a. see (mimeograph, % Report of the Life Committee, National As- co! 
March 9, 953), PP. “3. : : sociation of Insurance Commissioners (mimeo- diy 
ae covering letter to the committee’s graph, June 9, 1954), p. 2. aa) 
report. zi i : = Sz 
: . , i s 57 Pe ¢ > ; ; 
53 Public Hearings on Credit Insurance Held ea ogo —— a avaueeee mm & in: 
Before the State Board of Insurance Commis- oger Kenney, “The Credit Life Insurance lif 
sioners (1952), Exhibit D, p. 9. Problem—A Hot Potato for Commissioners : 
5 Report of the Subcommittee to Study Rules Convention,”’ 64 United States Investor 13 (No- in 
and Regulations Governing the Sale of Credit Vember 28, 1953). SU 
7. < > 59 So, 
Life and Credit Accident and Health Insurance See footnote 31. ca 
When Sold in Connection with Loans (mimeo- * Cited at footnote 31, p. 3. 
graph, December 2, 1953), pp. 1-5. ®t Report cited at footnote 56, p. 1. Es 
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hand, and banks and sales finance com- 


panies, on the other. 


The American Life Convention and the 
Life Insurance Association of America have 
not yet taken any formal stand on credit 
insurance. The American Association of 
Life Underwriters, however, urged an amend- 
ment to the subcommittee report, designed 
to prohibit commission payments to lenders 
selling credit insurance.” 


Credit Disability Insurance 


Credit disability insurance—also called 
credit health and accident insurance—is the 
second major type of credit insurance. We 
have made scattered references to it up to 
this point, and now need to look at it more 
specifically. With credit disability insur- 
ance, the insurance company agrees to make 
pro-rata payments on borrowers’ outstand- 
ing loan balances for those days on which 
borrowers are ill or injured within the 
meaning of the policy. There two 
general types of plans, elimination and retro- 


are 


active. With the elimination plan, the in- 
surance company pays no benefit for the 
first stated number of days of stay-home 
disability, usually 3, 6, 7 or 14. Premiums 
vary inversely with the number of days 
specified. Although premiums are not stand- 
ardized, a typical premium for the 14-day 
plan is $1.50 for $100 of insurance for a 
year, or fraction thereof. Corresponding 
premiums on the threesday plan range as 
high as $5.50 or more. 


With the retroactive plan, the insurance 
company pays benefits for the entire period 
of stay-home disability, provided such dis- 
ability extends beyond a stated number of 
days, usually 3, 6, 7 or 14. A typical pre- 
mium for the 14-day plan is $2.20 per $100 
of insurance for a year, or fraction thereof. 
Corresponding premiums on the three-day 
plan range as high as $10.50. 

Unlike credit life insurance, credit disa- 
bility insurance is available mainly on an 
individual tie-in sale basis. Those insurance 
companies which specialize in tie-in sales of in- 
dividual credit life insurance also push tie-in 
sales of credit disability insurance. Most of the 
insurance companies which write group credit 
life insurance but not individual credit life 
insurance do not write credit disability in- 
surance on any basis. Included here are a 


number of the country’s oldest, as well as 
its two largest, life insurance companies. 
These are the inevitable exceptions, of course. 
A few companies write group credit disa- 
bility insurance provided the lender also 
takes group credit life insurance. 


In trying to get small-loan laws amended, 
proponents of tie-in insurance sales have 
devoted considerable energy to the argu- 
ment that the basic idea of credit insurance 
is sound. This type of argument is some- 
what of a straw man as far as credit life 
insurance is concerned. As we have seen, 
opponents of tie-in sales of credit life insur- 
ance in the small-loan field are opposed not 
to the insurance as such, but to the tie-in 
sale of the insurance. They have no objec- 
tion to group credit life insurance under the 
one-charge plan. 


Credit disability insurance presents an- 
other matter altogether. Here the straw 
man becomes alive and must be handled. 
We face these questions: Why is disability 
credit insurance available mainly on an in- 
dividual tie-in sale Why do most 
companies which write group credit life insur- 
ance refuse to write group (or individual) 
credit disability insurance? Only when we 
have answered these questions are we in a 
position to determine whether or not credit 
disability insurance belongs in the small- 
loan sphere. Whatever the answer, this 
much is already clear: Credit disability in- 
surance cannot be introduced into the small- 
loan field without destroying the one-charge 
principle of the uniform small-loan law. 


basis? 


Sickness and injury are insurable risks. 
Their frequency among large numbers. of 
persons can be forecast wtih reasonable 
accuracy. Further, sickness or injury in 
any one person is—epidemics apart—causally 
independent of sickness or injury in other 
persons. These facts are the basis of the 
large accident and sickness insurance busi- 
ness which exists today. The objectives 
of such insurance, of course, are to compen- 
sate the insured for loss of income resulting 
from illness or accident and/or to pay his 
medical costs. Benefits can thus be substantial. 


What happens when disability insurance 
is introduced into a loan transaction can 
best be shown by some simple arithmetic. 
Assume that a 12-month installment loan 
of $100, bearing interest at 3 per cent on 
the unpaid balance, is insured against sick- 
ness and accident. Under the elimination 
plan, the borrower’s benefits are 32 cents 





®& The National Underwriter (Life Insurance 
Edition, June 8, 1954), pp. 4, and following. 
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Table 5 
Annual Incidence of Iliness per Individual 


and Average Days in Bed, 
by Age Groups 








a few days. In all probability they returnedjmence 
to work shortly thereafter whether becauseforigin: 
of need to get back on a payroll, pressure} Ret 
to get work out at the place of business orffor da 
sheer boredom with staying at home, premit 


In 1935-1936 the National Health Survey 





































































: j mde 1 Nun 
Annual Incidence studied illness among 2,350,951 persons in ep 
- . $43 T 
of Illness Per Average Daysin 83 cities. Nondisabling illnesses, as well : 1 
Age Individual Bed Per Year as disabling illnesses which did not disable . 
15-19 58 18 for more than six days, were not included 
20-24 67 28 in ee study, In spite of this, averege days 
25-34 82 3.6 of disability per person observed w ere —_ Th 
35-44 % 3.3 5.7 for persons in the age group of 15-24} tially 
45-64 75 34 and 5.4 for persons in the age group Of} the fi 
- 25-64. Of turther significance is the fact] three 
Source: George W. Backman and Associates, that only 26 per cent of the davs lost were dolla 
Health Resources in the United States (Wash- 1 ‘ : s 3 ae 7 re 
— M , ped . due to acute illness; ‘the remaining 74 per ne 
ington, The Brookings Institution, 1952), pp. ie a i ncaa Eaten AY a prior 
45-47, The figures are from the 1928-1931 study C&mt were due to chronic illness.” Although] on p 
of the Committee on the Costs of Medical Care, many chronically ill are employed, they can inad 
covering 8,758 families and 39,183 individuals. nonetheless be spotted and weeded out by] on 
7 C—O senders who wish:to do so, inorder to keepiichar 
a day™ for each day of stay-home disability down the incidence of morbidity among also 
beyond the minimum days (3 to 14) stipu- their loan clientele. O 
lated in the policy. Under the retroactive aa 5 ; ; 
re : : [hese studies make very clear the fact] cen 
plan, the borrower’s benefits are also 32 me eit set cabs i m4 
oe : : that relatively few small-loan borrowers } insy 
cents a day, this time for each day of stay- hoe , : fae : 
ae : es qualify for credit disability benefits. In the] ;an, 
home disability provided the minimum num- ee cee : . : ¢ 
a . : = first place, most small loans have such] yo; 
ber of days (3-14) is exceeded. # ee aa I 
’ short maturities that the statistical chance} that 
T: » 5 - -es ficures fr » 1978. ° ° . ; < 
[able 5 produces figures from the 1928 ot stay-home illness during that period is] wo 
1931 study of the Committee on the Costs very small. According to the Committee adr 
af ~Aies “aren covering 2 752 f- ee Ps ‘ : 7 : é « 
of Medical Care covering 8,758 families and 5 Medical Case Study, disabling illness are 
C 2 ‘ a P 2 ‘ ta ; ¢ 
39,183 individuals. It shows that the an occurs only once every 42 months in the| and 
nual incidence of illness per individual in 15.19 age group and once every 36 months 1 
° . - s = ao. 
the age groups of concern here varied from in the 45-64 age group. Because of the high die 
8 to 75. In other words, the average proportion of renewals, small-loan matu- the 
person between 15 and 19 was ill once sities average considerably under 12 months. out 
every 21 months; the oldest group im the In the second place, most of the few bor- | jno 
study, those between 45 and 64, were ill on rowers who do have disabling illness get] pe 
the average once every 18 months, ; Che well and return to work too soon to become 
study shows further that One half of all eligible for credit disability insurance bene- 
reported illnesses were nondisabling. Thus, fits This is certainly the case under seven- | 
disabling illnesses occurred to the average and 14-day plans, and to a considerable ex- ee 
person in each age group only half as often tent under three-day plans. The chances of | ”° 
as the figures shown in the second column winning a prize are somewhat akin to those hit 
of the table—every 42 months for the 15-19 of a lottery, but there the similarity ends. a 
age group and every 36 months for the [py a lottery, the ticket cost is small and ag 
45-64 age group. the prize large. In credit disability insur- ia 
The other half of the reported illnesses ance, the premium is high and the benefit 
were disabling and, for the most part, re- low. Even the relatively few who have ex- ti 
sulted in confinement to bed. The third tended illness do not hit any jack pot, as c 
column of Table 5 shows that time in bed they would with straight disability insur- = 
averaged from 1.8 to 3.4 days. Thus, most ance. The jack pot here is limited to the al 
people who were sent to bed got up within — size of the loan balance when illness com- al 
*§ The borrower is obligated to pay back the borrowed is constant, and independent of loan S| 
loan at the rate of $8.33 a month. One thirtieth size. Pp 
of this, or 27 cents, is the pro-rata payment for ®%* These figures are taken from Backman, Pp 
each day, to which must be added interest of work cited, pp. 47-49. Two more recent surveys v 
approximately five cents a day. are reported on pp. 49-51 of this work, and t 
6 We can generalize the example in the text show results similar to those summarized in I 
by saying that possibie benefits are 32 cents per the present article. They are a Baltimore sur- t 


day for each $100 borrowed. In other words, 
the proportion of possible benefits to amounts 
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vey of 20,832 persons in 1950 and a Michigan 
survey of 3,786 persons in 1948. 
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menced—on the average, one half of the 
original loan. 

Returning to our example: To be eligible 
for daily benefits of 32 cents, the borrower’s 
premium ranges as follows (on the $100 loan): 
Retroactive 


Number Elimination 


of Days Plan Plan 
14 $1.50 $ 2.20 
7 3.00 6.00 
3 5.50 10.50 


The premiums actually paid are substan- 
tially higher than one would suppose from 
the figures shown above. This results from 
three facts: (1) About two thirds of the 
dollar volume of small loans are renewed 
prior to maturity.” (2) Premium 
on prepaid loans either are not made or are 
inadequate, and new premiums are charged 
on renewed loans.” (3) Premiums are 
charged not only on the amount lent, but 
interest and other loan charges. 


rebates 


also on 

Our analysis indicates that in a practical 
sense credit disability insurance is an un 
insurable within the loan 
range encompassed small-loan laws. 
More precisely stated, the risk is so small 
that even the minimum required premium 
would be practically consumed by selling, 
administrative and overhead expenses.” The 
administrative machinery too complex 
and expensive for the small job it has to 
do. In the language of insurance, if credit 
disability insurance companies charged only 
the minimum required premium, the pay- 
out ratio would be abnormally low. Exist- 
ing pay-out ratios are even lower, of course, 


because premiums are unnecessarily high.° 


least 
by 


risk—at 


1S 


The argument can be put in still another 
way. Insurance may be thought of as a 
pooling of risks which the individual can- 
not afford to assume for himself. The bene- 
fits under credit disability insurance are so 
limited relative to the income of the aver- 
age borrower that self-insurance is actually 
more economical than purchased insurance. 

The Consumer Credit Insurance Associa- 
tion has a sentence in one of releases 
comparing the cost of credit life insurance 


its 


66 As an alternative, lenders can reduce dis- 
ability benefits by refusing to renew the insur- 
ance on loans renewed during illness. 


* Assuming a $3 premium on disability in- 
surance, the combined annual interest and 


premium cost on the loan in our example is 41™% 
per cent. If the loan is renewed in six months 
without premium rebate, the annual cost rises 
to 44 per cent, not counting any new insurance 
premium. The corresponding figure with a 
three-month renewal is 49 per cent. 

*’ Paper costs of verifying and settling claims 
are obviously greater for disability than death. 


Small-Loan Laws 








and industrial life insurance.” This sen- 
tence follows: “A similar study of the rates 
for disability insurance would result in the 
same favorable comparison.”™ It seems 
strange that the association has felt no obli- 
gation to make such a study and publish 
its findings. 

The data we have 
doubtedly help explain why many insurance 
companies refuse to write credit disability 
insurance. They also undoubtedly help ex- 
plain why credit disability insurance has 


assembled here un- 


less legal standing than individual credit 
life insurance. We noted above that, mis- 
takenly or otherwise, supervisory rulings 


permit tie-in credit life insurance sales under 
small-loan laws in eight states (three with- 
out benefit of hold-back income), Only 
five of these eight states permit tie-in sales 
of credit disability insurance.” 

We noted above that seven states 
with operative small-loan laws directly per- 
mit tie-in sales of credit life insurance (three 
without benefit of hold-back income, and 
one only on loans over $300). Only two 
of these seven states permit tie-in sales of 
credit disability insurance.” 


also 


Tie-in sales of credit disability insurance 
encourage the same undesirable lending 
practices as do tie-in sales of credit life in- 
surance. They give rise to the same abuses 
in practice. We have documented these 
points in the discussion of credit life insur- 
ance above and need not do so again here. 
In view of the foregoing analysis it would 
be tragic to permit tie-in sales of credit dis- 
in the small-loan field. 


ability insurance 


Concluding Statement 


Our analysis reaffirms the soundness of 
the one-charge and maximum-rate principles 
in the uniform small-loan law. Departure 
from these principles to permit tie-in sales 
of credit insurance is neither necessary nor 
desirable. 

It unnecessary for 
Consumer-finance companies operate under 


several reasons. 


is 


® See previous section; the statistics given 
there include both credit life insurance and 
credit disability insurance. 

% Cited at footnote 5. We have already shown 
that the comparison is irrelevant to the issues 
at stake as far as credit life insurance is con- 
cerned. 

71 Cited at footnote 5. 

7 Arizona, Kentucky, New Mexico, Oklahoma 
and Utah. 

78 Nebraska and South Dakota. 









high 
This is 
set maximum 
Profit margins are adequate to en- 
able consumer-finance companies to offer 
group credit life insurance without extra 


maximum interest rates which are 
enough to cover all lending costs. 
the basis on which states 


rates. 


charge if they so desire. Such insurance 
is low in cost, gives the same protection to 
lender and borrower as individyal credit 
life insurance and, as our analysis shows, is 
widely available. Credit disability insurance 
is difficult to justify on any basis, at least 
within the loan range of the small-loan in- 
dustry. Benefits are so low in proportion to 
even minimum premium costs that credit dis- 
ability insurance is administratively top-heavy. 


Departure from the one-charge and maxi- 
mum-rate principles is undesirable because 
it breeds unhealthy lending conditions. 
Lenders charge incredibly high premiums 
for individual credit insurance, and keep a 
large share for themselves. Under tempta- 
tion to increase hold-back they 
coerce borrowers and use undesirable lend- 
ing practices, such as excessive loan renewals 
and loan-splitting. Judging from available 
data, unhealthy lending conditions have de- 
veloped in every state which has permitted 
consumer-finance companies to make tie-in 
insurance sales and retain hold-back income. 


income, 


In adopting small-loan laws patterned 
after the uniform small-loan law, states obli- 
gate themselves to protect borrower welfare. 
States cannot both protect borrowers and 
permit lenders to make unnecessarily high 
profits at borrower expense. History is 


replete with lender suggestions designed to 
weaken small-loan laws and enhance their 
own pockets. The latest is the suggestion 
that consumer-finance companies be em- 
powered to permit tie-in credit insurance sales. 


In spite of opposition by a number of 
consumer-finance companies which recog- 
nize the danger and unfairness of tie-in 
insurance sales, a few states have given in. 
The rest are under increasing pressure to 
follow suit. The states which have given in 
need to study closely the results of their 
action and, if our analysis is correct, to re- 
verse it. Those states which have stood 
fast need also to study what happens when 
consumer finance companies are permitted 
to make tie-in insurance sales. States are 
up against the first major assault on the 
uniform small-loan law since the Russell 
Sage Foundation discontinued its activities 
in the field in 1942. In withdrawing, the 
foundation said it felt the consumer-finance 
industry had become sufficiently mature to 
maintain and promote the basic principles 
on which it has grown, prospered and 
achieved respectibility. 


All five basic principles of the uniform 
law are important. In a larger sense, two 
of these principles give the consumer-finance 
industry its major claim to financial distinc- 
tion and respectibility: the one-charge plan, 
and a maximum rate sufficiently high to 
cover all risks of lending. To permit these 
principles to be breached would, in Profes- 
sor Parish’s words, “. be a tragic and 


evil development.” ™ [The End] 


“COME BACK’? MADE IN GERMANY 


| Germany’s life insurance companies were 
| the first financial organizations to “come 
| back” out of the frightful chaos that be- 
fell that.nation’s industry and business, 
according to Lester O. Schriver, man- 
aging director of the National Associa- 
tion of Life Underwriters, who recently 
made a tour abroad. He said that Ger- 
man life companies were able to pay all 
their claims largely because much of 
their resources were in foreign securities 
and real properties. 


German policy sales hitherto have been 
mainly “over-the-counter” transactions, 
but the NALU leader said that he could 
detect the beginnings of a distributive 
system resembling our own, though lack- 
ing our refinements. He believes it not 


% Article cited at footnote 32, p. 9. 
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unlikely that the Germans may develop 
an agency system comparable to the 
American system. 


Mr. Schriver, in a lengthy report given 
to the NALU Board of Trustees and 
National Council, stated that his chief 
impression gleaned from the trip was 
that Germany has the soundest economy 
in continental Europe. Citing the stabil- 
ization of the mark at 23 cents, “it may 
sound strange coming from me,” he said, 
“but I am convinced that Germany is 
the one remaining hope of Europe. In 
every area and community through which 
we traveled it was obvious that order 
had been restored and there is a sense 
of purpose among the German people 
that is manifest on every hand.” 
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Contract and Life Insurance 


By PERLIE P. FALLON 


The author is a member of the bars of New York and of 
the United States Supreme Court. This article is re- 
printed from the October, 1954 Dickinson Law Review 


oo are two common law rules that 
create uncertainty in the effective use of 
the beneficial interest in life insurance: 

(1) the that a third 
party may not entered 
into between others; 

(2) the common law rule involving the 
rights of creditors in the insured’s estate. 


common law rule 


enforce a contract 


These two rules have resulted in decisions 
and in the enactments of statutes that affect 
the beneficial interest. The statutes and the 
decisions appear to cover far different fields 
of law. They both, affect the 
payment of the proceeds, and there they are 
insurance practice 
That practice 


however, 
related, since in good 
the proceeds are paid at once. 
rests on the payee being certain. 

Life insurance is too much alive to ever 
become mechanical. The effective admin- 
istration of life insurance rests, nevertheless, 
as do all other administrative 
on simplicity, so complete that it creates 


processes, 


certainty. 


Deckert v. Prudential Life Insurance Com- 
pany of America, a decision in Ontario 
which cast doubt on the right of an ordi- 
nary beneficiary to collect the proceeds, a 
doubt that arose in a case where the insured 
had killed the beneficiary; Hall v. Mutual 
Life Insurance Company, a New York deci- 
sion which cast a doubt on the power of a 
person whom a beneficiary, in the election of 
an option, had named as the payee, the 
doubt arising in a case where the insured’s 
daughter elected to leave the proceeds with 
the company and named her husband, whom 
she later divorced, as the payee of sums 

11943 Ont. L. R. 448 (1943); 3 D. L. R. 747. 

2201 Mise. 203, 109 N. Y. S. (2d) 646; rev'd, 
1 Life Cases (2d) 304, 282 App. Div. 203, 122 
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that might remain on her death; the Florida 
statute, Section 222.13, which causes the 
insured’s designation of his estate as bene- 
ficiary to be read as if the insured had 
designated his widow and surviving children 
as beneficiaries and which creates a power 
in the insured to dispose of the proceeds 
by will; and Section 26-1018 of the North 
Dakota Revised Code of 1943, which causes 
the insured’s estate as 
beneficiary to pass the proceeds to the in- 
sured’s heirs by contract and not through 
the insured’s estate—these and 
these statutes affect the certainty of the 
process of making payment of the proceeds 
of life insurance. They are drawn together 
by the effect that they had or have on the 
payment of Legislative action 
followed at once the decision of the Deckert 
case in Ontario and the Hall case in New 
York. Public opinion, expressed in the leg- 
islative action, had found that certainty 
and facility in the payment of the proceeds 
were the tests of good insurance practice. 
The service which the public needed from 
insurers required the change. 

The legal issues in the Hall and the 
Deckert cases were created by the common 
law rule that a third person is a volunteer 
in respect to a contract that other parties 
have made. 


designation of his 


decisions 


proceeds. 


“In the law of England, certain prin- 
ciples are fundamental. One is that only 
a person who is a party to a contract can 
sue on it. Our law knows nothing of a 
jus quaesitum tertio arising by way of a 
contract. Such a right may be conferred 
by way of property as, for example, under 


N. Y¥. S. (2d) 239 (1953); aff'd, 306 N. Y. 909 


(1954). 
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a trust, but it cannot be conferred on a 
stranger to a contract as a right to enforce 
the contract in personam.,” * 


The Florida statute, Section 222.13, and 
the North Dakota statute, Section 26-1018, 
express a popular desire that the proceeds 
of insurance shall not be subject to invasion 
by creditors, a public thought that rests 
in human experience and that insurance is 
written for the benefit of the family and 
the proceeds are directed to the purpose of 
aiding the family that survives the insured. 

The popular desire to avoid the rigid rule 
of the common law of contract and the 
popular desire that the proceeds of insurance 
inure to the benefit of the family of the 
insured have led to case decisions and to 
statutes that raise other points of law which 
make the payment of the proceeds uncertain. 
These uncertainties create delay in payment. 


Legal Background 


I wish to review here the legal back- 
ground of the case law and statutes that 
the common law rule of contract and the 
rights of creditors in the proceeds have 
developed in the law. I intend by the review 
to bring out the relation of the common 
law rules to the case decisions and the 
statutes. I hope in that way to find some 
efficient way of removing the uncertainties 
that the common law rules create. 

There is relation between the Florida and 
North Dakota statutes and the decisions in 
the Deckert and Hall cases, since in the cases 
the refusal to give the proceeds to the per- 
son named as payee passes the proceeds 
into the insured’s estate. Thus, the cases 
refer to the symbol “testamentary disposi- 
tion.” * This relation is not one that creates 
an analogy that is complete. The testa- 
mentary symbol goes no further than to 
relate the statutes which were enacted to 
avoid the proceeds passing through the 
estate to the cases where the payee is denied 
the proceeds because of the Statute of Wills, 
which requires the formality of a testament 
in order to pass property to another. 

“Testamentary disposition” is a symbol 
that the cases use. All symbols carry an 
overcharge. The overcharge of “testa- 
mentary disposition” the connotation 
that all dispositions of personal property 
which do not meet the special form that 


3 (1915) A. C. 847, 853, per Lord Haldane. 
The court in the Decker case cited this passage. 

*See discussion in Hall v. Mutual Life Insur- 
ance Company, cited at footnote 2. 


is 
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the Statute of Wills fixes are invalid. The 
symbol is presently losing its power, as all 
symbols do. It is being renewed in the’sym- 
bol of institutional activity. The activity 
of insurance companies and of banks follows 
established forms: It rests upon written ac- 
tion and it has its own formality that gives 
it seriousness of purpose. The Legislature 
of New York,° after a study by the Law 
Revision Commission,® has accepted the 
forms that insurers and banks use as equiva- 
lent to the formalities of the Statute of 
Wills, a statute that comes to us from a 
period of less developed commercial activity. 
Legislative action is not unexpected. The 
symbol of “testamentary disposition” never 
had a place in the field of life insurance. 
Life insurance rests in the field of contract. 
The cases that we shall examine will show 
how deeply rooted that thought is in our 


law. We shall meet contract in the back- 
ground of both the Florida and North 
Dakota statutes. Contract came into the 


law in the form of the beneficial interest 
under a life insurance policy. It has ex- 
tended to other practices that became:a part 
of the insuring process. The use of contract 
for these purposes has become a practice. 
The acceptance of the practice has been 
so complete that the authorization on which 
the practice rests has been overlooked. We 
have dramatic examples of this in the 
Deckert and Hall cases. The opinion in the 
Deckert case states that from 1903 to 1924 
there was a statutory provision that gave 
an ordinary beneficiary the right to the pro- 
ceeds of the policy. The authorization was 
lost in a revision of the insurance statute in 
1924. The opinion in the Hall case confirms 
that the revision of the insurance code in 
New York in 1906 authorized the beneficiary 
to direct that the proceeds be payable under 
an option and to make a direction in respect 
to the payment of the proceeds on the bene- 
ficiary’s death. The explicit statutory au- 
thority disappeared in the process of changing 
from the standard forms of life insurance 
policies to more flexible forms under the 
supervision of the superintendent of insur- 
ance. The practices that the authorizing 
statutes created continued as a form of ac- 
cepted commercial activity, after revisions 
of the insurance codes, while the revisers, 
contemplating the extended practice, had 
lost sight for the moment of the 


legal 
supports.” 


®* Sec. 24-a, Personal Property Law; Ch. 820, 
Laws of 1952. 


® Legislative Document (1951), No. 65(M). 
* There is an interesting discussion in ‘‘Asso- 
ciation of Superintendents of Insurance of the 
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The certainty that recognized contract 
brings to the insuring process is reflected 
in an interesting way by the Florida*® and 
North Dakota® statutes. The cases that 
consider those statutes in the respective 
state supreme courts often state that the 
proceeds pass by contract. Often there is 
the statement that if the policy is payable 
to the insured’s estate, the contract is read 
as if the insured had written into the con- 
tract the names of his surviving widow, his 
children or his heirs. In these cases we 
find also the uncertainty tnat may arise 
where the title to the proceeds depends 
upon testamentary construttion. In the 
testamentary constructions that the courts 
of these states have consiiered, we also 
find an acceptance of certaimty and a recog- 
nition of its value in ruleS that a testa- 
mentary act will not pass the proceeds 
unless there is an explicit teference in the 
will. We shall find a resuiting uncertainty 
where the matter is left te depend upon a 
search for the insurer’s injent. The cases 
will bring out a contrast‘of two ways of 
approach that, regardless cf their respective 
merits, illustrate the use’that definiteness 
may have in the insuring’ process. 


Florida Statute ; 


Now I will refer to tne Florida statute 
and to some parts of igs judicial history. 
In 1872 the legislature, enacted a statute 
providing that if any pemson shall die in the 
state leaving insurance tgpon his or her life,” 
the insurance will inuye to the exclusive 
benefit of his or her ch‘ld or children, hus- 
band or wife, in equal pfoportions, or to the 
person designated asj beneficiary in the 
policy. The statute Went on to provide 
that the proceeds wefild not be open to 
attachment, garnishmejit or legal process by 
creditors of the insuyed -unless the policy 
stated that the insurartce was for the benefit 
of that creditor or creditors. If we take the 
words as a whole, the statute is directed 
to the purpose of eyempting the proceeds 
of insurance from the claims of creditors 
except in those cases where the insurance 
is for the benefit of creditors. The intro- 
ductory words, “Whenever any person shall 
die in this State,” are ambiguous. They 
are read as if written “In this State when- 


ever any person shall die, leaving insurance 
on his life.”™" The protection of the statute 
extended to the members of the families of 
all people in the state who die leaving in- 
surance. I have written, above, that if we 
take the words as a whole, the statute is 
directed to an exemption of the proceeds 
of insurance from the claims of creditors 
unless the insurance is for a creditor’s bene- 
fit. The words of the statute are: “ g 
the said insurance shall inure exclusively 
to the benefit of his or her child or children, 
husband or wife, in equal portions, or to any 
other person or persons for whose use and 
benefit said insurance is declared in the 
policy; ” After the semicolon is 
the provision that the proceeds shall in no 
case be liable to the rights of creditors 
unless the policy is for the benefit of the 
creditor. The words before the semicolon 
are “insurance upon his or her life” and “or 
to any other person or persons for whose 
use and benefit said insurance is declared in 
the policy.”* The words “leaving insur- 
ance upon his or her life” are read as re- 
ferring to insurance payable to the insured 
or to his estate. 

In 1897 a proviso was added to the statute 
that if the insurance is for the benefit of 
the estate of the insured or payable to the 
estate, the insured may bequeath and devise 
the proceeds to any person or for any uses 
just as he may devise any other property 
that he possesses, other than a homestead.” 
In 1903 the legislature amended the proviso 
so that it referred to insurance for the bene- 
fit of the estate of the insured or payable to 
the estate or to the insured, his or her 
executors, administrators or assigns.* The 
reference to homestead was omitted, and 
in its place there was a reference to prop- 
erty subject to disposition by last will and 
testament. The original statute, by judicial 
interpretation, caused insurance payable to 
the insured or his estate to inure to his wife 
and children in equal parts, and the amend- 
ment of 1897 gave the insured a power to 
bequeath and devise the proceeds of the 
insurance if the policy is payable to the 
insured’s estate. The original statute and 
the amendment set forth alternative provi- 
sions for disposing of the proceeds of life 
insurance policies that are payable to the 
insured or f 


his estate. The provisions of 





(Footnote 7 continued) 
Provinces of Canada—Executive Meeting, Oc- 
tober 22-26—Quebec City,’’ which is reported in 
Canadian Insurance Law Service Bulletin No. 
759, January 6, 1945. 

8 Sec, 222-113, Florida Statutes. 

® Sec. 26-1018, North Dakota Revised Code of 
1943. 
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10 Ch. 1864, Acts of 1872. 

11 Opinion of Brown, J., in Milam v. 
98 Fla. 202, 123 So. 668 (1929). 

122 The wording of the statute has varied in 
the amendments. The variations are not im- 
portant here. 

13 Ch. 4555, Acts of 1897. 

144 Ch. 5165, Acts of 1903. 


Davis, 





the original statute direct the proceeds to 
the widow and children if the insurance is 
payable to the insured or his estate. The 
amendment creates a power in the insured 
to dispose of the proceeds by will. The 
original statute is effective if the policies 
are not bequeathed; the amendment is effec- 
tive if the policies are bequeathed. The 
original statute and the amendment exclude 
creditors unless they are the beneficiaries.” 

The contractual basis of insurance ap- 
pears in this statute at two places. Under 
the original statute the widow and children 
become the statutory beneficiaries of the 
policy. These are words that the Supreme 
Court of Florida used in Milam v. Davis. 
The proceeds pass to the widow and chil- 
dren under the contract as the statute modi- 
fies the contract. There we find the first 
contractual basis. The second contractual 
basis appears in the interpretation of the 
proviso that the 1897 amendment added to 
the statute. Statutory authority was neces- 
sary in order that the insured might pass 
the proceeds of insurance by will. 
ance is “peculiar” property. It arises out of 
contract. It is not for the use of the in- 
sured. Usually it is not paid until after 
death. It is not a part of the general assets 
of an estate.” Thus, contract became the 
basis on which the exemption rested for its 
validity, since the exemption might exceed 
the constitutional limitation of exemptions. 


Insur- 


The proviso gave a special power to the 
insured to dispose of this type of property— 
a property right that flowed from contract. 
The words “devise” and “bequeath,” which 
are applicable to real estate and personal 
property, are not used in the statute in their 
technical sense.” 

The original statute supersedes the dower 
statute. It makes the disposition different 
from the statute. The 
dower interest is reduced to a child’s part. 
If the insured power that 
the proviso gives to him and disposes of the 


dower widow’s 


exercises the 


proceeds by will, they become a part of the 
estate and are subject to the widow’s dower 
right.” 


Simplicity and present if 
the proceeds pass under the original statute. 
The survival of a spouse or children must 
be ascertained. It may be covered by an 
15 See the discussion in Milam v. 
at footnote 11. 

% Cited at footnote 11. 

1%” These points are developed in the opinion 
of Whitfield, J., in Milam v. Davis, cited at 
footnote 11. 

1% See the opinion of Whitfield, J., on the 
petition for rehearing in Milam v. Davis, cited 
at footnote 11. 
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Davis, cited 


affidavit. There is seldom delay. If there 
is no spouse and if there are no children, 
then the proceeds pass to the insured’s 
executor or administrator. Uncertainty 
enters when the proceeds pass under the 
added by the amendment. The 
will may refer to the insurance or it may 
not. If not, there. is a point of intent. 
The Florida Supreme Court has not set up 
rules that may be used readily to determine 
intent. The intent is a question of fact. 
Uncertainty may also be present as a matter 
of law. The executor is entitled, in the 
first instance, to the possession of the in- 
sured’s estate for purposes of administration. 
A will that contains a testamentary trust 
may Or may not pass’the proceeds of the 
insurance directly to the trustee.” Un- 
certainty enters at that point. The executor 
may not discharge the insurer upon the 
policy if the trustee takes the title to the 
proceeds. The thought whereby the pro- 
ceeds pass to a trustee recalls the thought 
by which the proceeds under the original 
statute pass to the spouse or children as if 
their names had been written in the policy. 
I will refer to the cases on the point of 
testamentary intent later. 


proviso 


North Dakota Statute 


The North Dakota statute,” since it is 
in contrast with the Florida statute in being 
more definite on the point of the testa- 
mentary disposition, will help us, at this 
point, to see the reason for the uncertainty 
that may arise under the Florida statute in 
respect to testamentary intent. The statute 
is found presently in Section 26-1018 of the 
North Dakota Revised Code of 1943. The 
statute directs that the proceeds of a policy 
or a contract of a fraternal benefit society, 
if payable to the insured or his estate, are 
not subject to the debts of the insured 
there contract. The 
statute requires that the proceeds be in- 
ventoried as a part of the estate of the 
insured, be distributed without deduction 
and pass to the heirs at law or legatees of 
the insured in accordance with the laws of 
succession or of wills. The statute permits 
the insured to transfer the proceeds by wil! 
or by contract. The statute does not apply 


unless is a special 


' Case cited at footnote 11. 

* This point is discussed in Milam v. Davis 
cited at footnote 11; also New York Life in 
surance Company v. Valz, 9 Life Cases 862, 
141 F. (2d) 1014 (CCA-5, 1944). 

21 Sec. 26-1018, North Dakota 
of 1943. 


Revised Code 
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if the proceeds are made payable to a desig- 
nated person, to the spouse, to other persons 
or to the members of a family who are 
designated as a class, such as “all children” 
or “all brothers and sisters,” even though 
the members of the class are not named. 
The statute does not permit an insured to 
dispose of the proceeds of a mutual or 
fraternal benefit contract by a will to a per- 
son who could not be a beneficiary under 
the charter or bylaws of the society. 


Since we are considering certainty and 
administration in the insuring 
process, we need not go into preceding 
statutes that are earlier than Section 8719 
of the Compiled North Dakota 
of 1913,” a statute which provided that the 
proceeds of a life insurance policy or a 
contract of a mutual aid or benefit society, 
if payable to the personal representatives of 
the deceased or his heirs or estate, were 
not subject to the debts of the decedent 
except by special contract and that the 
proceeds be inventoried and distributed to 
the heirs or the heirs at law of the decedent. 
The development of the North Dakota 
statute is, therefore, much the same as that 
of the Florida statute. In the original form 
neither contained a provision whereby the 
insured might dispose of the proceeds by 
will. In the case of Jorgensen v. De Viney,* 
decided in 1928, the Supreme Court of North 
Dakota held that the proceeds of such a 
policy were payable to the heirs at law as 
defined in the law of succession just as if 
their names had been written into the 
policies as beneficiaries. The proceeds, 
therefore, passed by contract. 


The supreme court in Jorgensen v. De 
Viney went further. Here is reached the 
contrast that I wish to make for the pur- 
pose of throwing light on the Florida 
statute. The further holding of the supreme 
court to which I refer is as follows: After 
finding that the insured might dispose of 
the proceeds by will under the statute, the 
supreme court held that if the insured 
wished to dispose of the proceeds by will, 
he must show the intent by specific language 
and that the insured’s intent to dispose of 
the proceeds by will would not be inferred 
from general provisions in a will respecting 
“property or estate” which make no specific 
reference to the proceeds of the insurance. 


ease of 


Laws of 


An insured who directs that insurance be 
payable to his estate is subject to a pre- 
sumption of the statute that it is his intent 
that the proceeds will pass to his heirs. 
The statute defines the insured’s intent. 
The presumption that the statute creates 
will control unless the insured gives an ex- 
plicit direction that he does not wish the 
statute to be effective. The Florida Su- 
preme Court may have treated the original 
Florida statute as dominating insurance that 
came within its terms by the designation 
of a beneficiary. The statute drew within 
its provisions a person designated as bene- 
ficiary. Thus, in Eppinger, Russell v. 
Canepa," decided in 1883, the Florida Su- 
preme Court held that where an insured 
had endorsed on the policies a direction in 
his hand and later bequeathed the policies 
to the same person, the designation that 
the insured had written on the policies was 
controlling under the statute and the pro- 
ceeds did not pass into the insured’s estate. 
There are cases, decided after the original 
statute had been amended, which treat the 
matter as testamentary intent. I shall refer 
to the cases later. The definiteness of the 
North Dakota law, which rests in the statute 
being accepted as the rule of law unless the 
insured makes explicit disposition of the 
insurance by a will, has been now brought 
out. 


The North Dakota Supreme Court, in 
construing the original statute, Section 8719, 
had established as law that the proceeds 
pass by contract and not by descent; that 
the proceeds were payable to those who 
were the heirs at law of the insured under 
the law of succession as if their names had 
been written into the policies as benefi- 
ciaries; that the proceeds must be inven- 
toried in the probate proceedings and 
distributed to the heirs at law; that the 
executor or administrator makes distribu- 
tion of the proceeds by reason of the statute 
apart from any power of the probate court; 
that the proceeds do not become part of the 
insured’s estate; that the proceeds become 
subject to the insured’s debts only by a 
special contract; that the presumptive heirs 
have no vested interest in the policy or the 
proceeds during the insured’s life, and the 
insured policy and 
proceeds in any manner that the law au- 
thorizes; and that the insured may dispose 


may dispose of the 





2 The statute was amended by Ch. 225 of 
the Laws of 1927 and by Ch. 149 of the Laws 
of 1929. 

2357 N. D. 63, 222 N. W. 464 (1928). 

20 Fla. 262 (1883). Ellis, J., in Milam v. 
Davis, referred to this case as authority for 
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the point that the will must make the insured’s 


purpose clear. He quoted from Pace v. Pace, 
19 Fla. 438, a statement that there could be no 
exclusion of a spouse and children unless the 
purpose is manifest and without doubt. 
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of the proceeds by will if he makes an ex- 
plicit provision for that purpose.” 

In Chapter 225 of the Laws of 1927, the 
North Dakota Legislature amended Section 
8719 so that an insured might dispose of the 
proceeds by will. The purpose of the 
amendment was to sustain the ruling in 
Jorgensen v. De Viney. Chapter 149 of the 
Laws of 1929 made further amendments 
that do not affect the point that we have at 
hand. Amendments of 1927 and 1929 were 
for clarification The supreme 
court interpreted the amendments as a leg- 
islative declaration that if the insured made 
no specific provision in his will, the proceeds 
pass to the persons who are the beneficiaries 
under the statute. 

The certainty of the statute that the 
supreme court fixed by the holding in 
Jorgensen v. De Viney, that the will did 
not affect the proceeds unless it made ex- 
plicit reference to the insurance, has re- 
mained undisturbed. The later cases have 
concerned the validity of the exemption in 
view of Section 208 of the state constitution 
that requires a debtor’s exemptions to be 
limited and defined by law. In Farmers 
State Bank v. Smith,* decided in 1917, and 
later in Lapland v. Stearns,” decided in 1952, 
the court sustained the statute as a legal 
exercise of the 


purposes. 


legislative power on the 
ground that the fund that the insurance 
creates arises by contract and does not 
become a part of the insured’s estate. In 
Maher v. Ramsey County,* decided in 1948, 
the court held, in a proceeding to determine 
transfer taxes, that the proceeds of a life 
insurance policy payable to a beneficiary are 
not a part of the insured’s estate and that 
the children who were benefi- 
ciaries took by contract. 


named as 


Florida Cases 


Now I will refer to the Florida cases 
that have been decided in interpreting an 
insured’s will. Such interpretation deter- 
mines which part of the Florida statute, 
the original statute or the that 
an amendment added, controls the dis- 
position of the proceeds. I have noted 
in the earlier discussion that the supreme 
court has held that insurance is “peculiar” 
property which arises out of contract and 
is not a part of the general assets of the 
estate. The court had been of the opinion, 


proviso 


therefore, that statutory authority was nec- 
essary in order that the insured might 
pass the proceeds of insurance by will. Per- 
haps this thought continues in the distinc- 
tions that the court has made in later 
cases in respect to the language in a will 
that affects the insurance proceeds. A ref- 
erence to a few of the cases will bring out 
the point. In Sloan v. Sloan,” decided in 
1917, the insured died testate leaving a 
widow. The will bequeathed “a one third 
interest in all my other personal property 
to my wife, and the remaining two thirds 
shall be divided equally between my said 
nephew, sister and sister-in-law oa 
The executor collected the insurance pro- 
ceeds. The widow sued to recover the pro- 
ceeds. The executor pleaded that the proceeds 
were a part of the estate. The court held 
that the words “all my other personal 
property” were sufficient to bequeath the 
insurance proceeds. In Lowe,” 
decided in 1940, the insured died testate. 
His will bequeathed “all the residue and 
remainder of my property and estate, real 
and personal, wherever situated,” in four 
shares, one to each of his sons, one to a 
daughter and the fourth to a trustee. The 
insured’s wife was dead. The court held 
that the proceeds did not pass under the 
residuary clause since the clause was in 
general terms and made no mention of the 
insurance. The court then went on to state 
that it was not overruling Sloan v. Sloan. 
We may reconcile these cases if we go 
back to the thought that insurance is “pe- 
culiar” property. The will in Lowe v. Lowe 
referred to “real and personal” property, 
these words referring to the insured’s 
They do not reach the “peculiar” 
property, insurance. In Sloan v. Sloan, the 
words used were “all my other personal 
property,” words that the court may have 
taken as sufficiently sweeping to include the 
property that the insurance contract had 
created. In Penn Mutual Life Insurance 
Company v. Roberts," decided in 1935, the 
insured died testate, and he had made sev- 
eral specific bequests in his will, which 
contained a residuary bequest of “the rest, 
residue and remainder” of the estate. The 
court treated the proceeds as passing under 
the will but held that the words “the rest, 
residue and remainder” of the estate did not 
pass the proceeds to the residuary legatees. 
This case concerns the construction of a will 
rather than the peint that we have at hand, 


Lowe v. 


assets. 





% Anderson v. North Dakota Trust Company, 
67 N. D. 458, 274 N. W. 127 (1937). 

26 36 N. D. 221, 162 N. W. 302 (1917). 

2715 Life Cases 619, 54 N. W. (2d) 748 (1952). 
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*°75 N. D. 760, 32 N. W. (2d) 679 (1948). 
*9'73 Fla. 345, 74 So. 407 (1917). 

142 Fla. 266, 194 So. 615 (1940). 

31120 Fla. 392, 162 So. 881 (1935). 
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namely, the language of a will that is suffi- 
cient to show that there is a bequest of the 
proceeds under the proviso that the amend- 
ment added to the statute. 


Criticism is valuable only when it leads 
to constructive action designed to remove 
the defects that the criticism finds. The 
study of the uncertainty in the Florida stat- 
ute has led me to seek the means that may 
be used to remove the uncertainty. Thought- 
fulness in the drafting of wills may be of 
much help. If the provisions of the will 
explicitly include the insurance proceeds or 
explicitly exclude the proceeds, then the 
insurers and the courts have a definite guide 
for action. Something may be accomplished 
by legislative action through amendment 
of Section 222.13. In Milam v. Davis and 
Valz v. New York Life Insurance Company, 
one senses, on reading the opinions, that in 
some way the proceeds pass from the in- 
surer to a testamentary trustee. The court 
may have thought this necessary in order to 
sustain the exemption by a theory of con- 
tract. In Penn Mutual Life Insurance Com- 
pany v. Roberts, there is the thought that the 
insurance proceeds may pass from the in- 
surer to beneficiaries under the will. Thus, 
in these three cases the thought of designa- 
tion is present. Perhaps the contract basis 
of insurance may serve its purpose if the 
insurer is discharged by a simpler process 
than the construction of a will. The con- 
struction of the will rests in the administra- 
tion of the estate rather than in the insuring 
The executor might be authorized 
by statute to discharge the function of cus- 
todian, the function that he exercises under 
the North Dakota statute. He might be 
given a power to give a discharge to the 
insurer upon the receipt of the proceeds and 
then be given the duty to pay the proceeds 
to the parties entitled to receive them under 
either the original statute or the proviso 
that the amendment added. Legislation 
may only affect what happens after the 
statute is amended. We must look, there- 
fore, for some greater emphasis in the judi- 
cial process. This might come through the 
supreme court’s considering again its earlier 
decision, in Eppinger, Russell v. Canepa, in 
the light of the language that the court used 
in the recent Lowe v. Lowe, 
where the court stated that clauses in gen- 
eral terms, which do not mention the in- 


process. 


decision in 


surance, are not effective in passing the 


proceeds under the proviso. The court 
might thus give the certainty to the statute 


that we have found in the North Dakota 
statute. 


The courts of Florida and North Dakota 
have sustained the respective statutes, 
namely, the original Florida statute, as later 
modified, now Section 222.13, and the North 
Dakota statute, first known as Section 8719, 
now Section 26-1018 of the Revised Code 
of 1943, by treating the parties, whom the 
respective statutes designate, as having title 
to the proceeds. The Supreme Court of 
Florida and the Supreme Court of North 
Dakota recognize that a legal right arises 
in the beneficiaries whom the statutes desig- 
nate by reason of the contract that the 
insurer has made with the insured. In 
Milam v. Davis, the court described insur- 
ance as “peculiar” property which arises 
out of contract. In Jorgensen v. De Viney, 
the court held that the proceeds were pay- 
able to the heirs at law just as if their names 
had been written into the policies as bene- 
ficiaries, and that the proceeds pass by con- 
tract. These respective courts have thus 
recognized contract as the basis of the 
insuring process and have given to the bene- 
ficiary of the contract a right to enforce the 
contract. I wish to take this recognition of 
insurance as contract and the power of the 
beneficiaries who are not parties to the 
contract to enforce the contract as the point 
at which I shall now turn to a discussion 
of the issues that cases such as Deckert v. 
Prudential Life Insurance Company of Amer- 
ica, Hall v. Mutual Life Insurance Company 
and Toulouse v. New York Life Insurance 
Company ™ present. 


The discussion in these cases takes us 
back to the statement of Lord Haldane 
that, under the law of England, only a 
person who is a party to a contract may sue 
on it.” Such was the rule of the early com- 
mon law. The reference of the rule to the 
field of life insurance creates curiosity. In 
life insurance the contracts are made for the 
benefit of third parties. A  beneficiary’s 
power to recover on a contract of life insur- 
ance is now beyond dispute. In the United 
States the beneficiary’s right was not created 
by statute. The right has become a part of 
the common law. We must look, therefore, 
for the unusual circumstances that brought 
the older common law rule into the discus- 
sion of the cases which I have just referred 
to. I wish, therefore, to make a brief refer- 
ence to the facts in each of these cases by 
way of a general statement and without a 
factual analysis. 





3215 Life Cases 534, 40 Wash. (2d) 538, 245 
Pac. (2d) 205 (1952). 
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33 See footnote 3. 








In Deckert v. Prudential Life Insurance 
Company of America, the insured held two 
policies. He designated his wife as the 
beneficiary of each. The insured, having 
murdered his wife, while awaiting execution, 


made a will in which he designated his 
sister as beneficiary. The policies were 
Ontario contracts. The insurance statute 


had avoided the common law rule‘that only 
a person who is a party to a contract may 
sue on it by providing that an insured might 
designate preferred beneficiaries who took 
by way of a trust. The statute permitted the 
designation of an ordinary beneficiary. A 
sister was not among the persons who might 
be a preferred beneficiary. There had been 
a statute, down to 1924, that permitted an 
ordinary beneficiary to recover upon a 
policy. Then the statute had been omitted 
in a recodification. Over the period, in- 
surers had gone on making payments to 
ordinary beneficiaries. The supreme court 
held that the insured’s sister, as an indi- 
vidual, could not enforce the policy and, 
therefore, the rights passed to the insured’s 
estate. The court of appeals affirmed the 
judgment. In 1946 a statute was enacted 
which restored the ordinary beneficiary’s 
right.* 


In Hall v. Mutual Life Insurance Company, 
a policy matured by the death of the insured. 
It contained a provision that the beneficiary 
had the right to elect an optional mode of 
settlement. Mrs. Hall decided to leave the 
proceeds with the company with the right 
to receive interest at 3 per cent. She had 
the power to withdraw the principal sum 
at any time. She requested that the interest 
be paid quarterly rather than annually, as 
the option in the policy provided. She 
wished the right to make partial withdraw- 
als and the insurer gave her that right, 
although the right was not a part of the 
option that-the policy stated. She named 
her husband as the irrevocable beneficiary 
to receive the unpaid principal on her death. 
After Mrs. Hall’s death, her executors 
claimed the proceeds. Mr. Hall, the desig- 
nated beneficiary, claimed them also. 


In Toulouse v. New York Life Insurance 
Company, Mr. Sherlock held a 20-year en- 
dowment policy. The endowment matured. 
The insured left the proceeds with the 
company under an option. The insured 
could withdraw the money, in whole or in 
part, at any time, in sums of not less than 
$100. The insurer credited interest an- 
nually. The reference in the policy to the 


The beneficiary’s right to enforce a 
contract according to its terms is 
accepted universally in American law. 


options included a provision that if the in- 
sured died leaving any sum unpaid, the 
proceeds would be paid in one sum “and 
unless otherwise agreed in writing shall be 
paid in one sum to the executors or admin- 
istrators of such payee.” The insured di- 
rected in writing that his four nephews and 
nieces who had been named as beneficiaries 
in the policy would have a one-fifth interest 
in any of the sum that remained with the 
company at the time of the insured’s death. 
The insured withdrew none of the proceeds. 
The insured’s executor brought an action to 
recover the proceeds. 


Now that we have made a very general 
outline of the facts in these cases, we may 
look at them again in even broader outline. 
In Deckert v. Prudential Life Insurance Com- 
pany of America, there is a background of 
established English law whereby only a 
person who is a party to a contract can 
sue on it, and there is statutory structure 
which adapts that law to insurance uses 
through a trust whereby the insurance 
money is not subject to the control of the 
insured or his creditors and does not form 
a part of his estate. The statutory forms 
had included a right in an ordinary benefi- 
ciary, and it had been lost in recodification. 
In Hall v. Mutual Life Insurance Company, 
an insurance arrangement had existed be- 
tween the beneficiary and the insurer under 
a contract provision in a policy that covered 
the life of Mrs. Hall’s father. In Toulouse 
v. New York Life Insurance Company, there 
was an insurance arrangement between the 
insured and the insurer. The circumstances 
in these two cases were a part of the in- 
suring process. They developed from poli- 
cies of life insurance. Mrs. Hall’s father 
had contracted in the policy that Mrs. Hall, 
as beneficiary, would have the right to elect 
an option. Mr. Sherlock had contracted in 
his policy that he might leave the proceeds 
on deposit in the event that the endowment 
matured. The respective courts in these 
two cases held that the designations were 
sufficiently within the insurance arrange- 
ment to be valid. 


Deckert v. Prudential Life Insurance Com- 
pany of America, which rests on the reason- 





%4Ch. 42, Sec. 4 (1946), added a new subsec. 
tion to Sec. 153 of the Ontario Insurance Act. 
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There were similar amending acts in the other 
provinces, except Quebec. 
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ing that only a person who is a party toa 
contract can sue on it, brings out, by way 
of contrast, the very different law which 
prevails in the United States, namely, that a 
beneficiary may enforce an insurance con- 
tract according to its terms. The courts 
in the United States have recognized a bene- 
ficiary’s participation in the contract. They 
have not hesitated to permit the beneficiary 
to sue on it. Bliss, writing on life insur- 
ance in 1872, treated the designation of 
beneficiary as a trust.” The thought crept 
into the cases. Professor William Reynolds 
Vance has shown the steps by which our 
courts rejected the The 
created an inflexibility in the insurance ar- 
rangement that was not consistent with the 
public uses and needs. The beneficiary’s 
right to enforce the contract the 
law. The rule is peculiar to the United 
States and it is peculiar to the contract of 
insurance. It preceded the donee-benefi- 
ciary rule that later spread into the field 
of general contract. 


doctrine.” idea 


became 


The beneficiary’s right to enforce a policy 
according to its terms not only extends to 
the proceeds of the policy, but also includes 
the right to exercise an option if the policy 
so provides. The beneficiary’s right in re- 
spect to the option rests in the policy. In 
Gram v. Mutual Life Insurance Company of 
New York," the court held that the insurer 
may not be compelled to depart from the 
conditions that the policy fixes in respect 
to the option. Here, as elsewhere, life in- 
surance upon contract. The insurer 
may waive the conditions. If so, the option 
that the insurer permits the insured or the 
beneficiary to enjoy arises from the contract 
of insurance. The option, even when modi- 
fied, finds its source in the right that the 
policy gave to the insured or 
ficiary. Variations do not remove the inter- 
relation between the policy and the option 
that results from the exercise by the insured 
the right that the 
The source of the option, even 


rests 


to the bene- 


or the beneficiary of 
policy gives. 
though it be modified, is the policy. There 
no option right except the 


The policy 


would be for 
right that the policy confers. 
is the dominant element in the arrangement. 
The precise rules of the common law re- 
specting the variations of offer and accept- 
ance are symbols of the expression of the 


35 Bliss on Life Insurance, See. 317. 
36 Vance, ‘‘The Beneficiary’s Interest in a Life 
Insurance Policy,’’ 31 Yale Law Journal 343. 


See the discussion in Gordon v. Portland Trust 
Bank, 1 Life Cases (2d) 1019, 271 Pac. (2d) 653 
1954). 
trust agreement 


There the court held that an 
in which the in- 


(Ore., 
insurance 
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intent of the parties. The controlling intent 
where an option is exercised rests on the 
intent that the insured and the insurer had 
in the provision for the discharge of the 
contract by the exercise of an option. There 
is an interdependence between the policy 
and the option and the papers that carry 
the option into effect. 


The interdependence between the policy 
and the option and the papers that carry 
the option into effect has the result of mak- 
ing the option arrangement an anticipated 
result of the insurance contract. The option 
is present because the insurer and the in- 
had the intent, at the time of the 
making of the original contract, that the 
option be present. The parties to the policy 
not only had in mind, but also contracted, 
that the policy might be discharged on 
maturity according to its terms by the exer- 
cise of the option right that the policy 
created. The policy, the option and the 
papers that carry the option into effect are, 
therefore, interdependent. The _ interde- 
pendence results from the original contract. 
The option creates a means by which the 
obligation of the policy may be discharged. 


The option may create a 
right in the insured or the beneficiary to 
direct the manner in which the proceeds 
shall be paid in accordance with the terms 
of the policy. The Supreme Court of 
Florida pointed out in Milam v. Davis that 
insurance is “peculiar” property which arises 
out of contract. It is not paid until after 
death. It is not a part of the general assets 
of an estate. The Supreme Court of Florida 
was of the opinion that the insured could 
not pass this special form of property by a 
will in the absence of a statute. The 
Supreme Court of North Dakota held in 
Jorgensen v. De Viney that the general terms 
which refer to real and personal property 
were not sufficient, when used in a will, to 
pass the proceeds of insurance under a will. 
There must be a specific reference to the 
Since the option deals with a 
form of property that rests upon contract, 
it is natural and proper that the papers that 
carry the option into effect contain a desig- 
nation of the person who is to receive the 
proceeds upon the payee’s death. That di- 
rective is a natural consequence of the na- 
ture of life insurance proceeds 


sured 


arrangement 


proceeds. 





as property. 
sured reserves the incidents of ownership in the 
policy is not testamentary. The opinion 
throws a new light on the nature of the bene- 
ficial interest. 

3714 Life Cases 234, 300 N. Y. 
(2d) 307 (1950). 





375, 91 N. E. 
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In considering Deckert v. Prudential Life 
Insurance Company of America, a decision of 
the Ontario courts, we found that under the 
law which prevails in the United States a 
beneficiary may enforce an insurance con- 
tract according to its terms under a legal 
rule that is peculiar to the United States 
and peculiar to the contract of insurance. 
This rule is recognized so completely that 
it is a part of the insuring process. The 
beneficiary’s right to enforce a contract ac- 
cording to its terms is accepted universally 
in American law. The interdependence of 
the policy, the option and the papers that 
carry the option into effect brings over into 
the supplemetitary arrangement the bene- 
ficial right. The designated payee takes the 
same right of enforcement that a beneficiary 
has in the insuring process. The reference 
to payment on death has no other signifi- 
cance than that such a reference has in the 
policy. It may not be isolated for the pur- 
pose of creating a testamentary act since it 
is a characteristic of the insuring process 
that proceeds are paid over on death. 


The beneficial interest creates a right that 
arises from the insuring process. It reaches 
to the optional arrangements since those are 
a part of the insuring process. The benefi- 
cial right does not need the support of any 
other theory of law. The beneficiary or the 
payee’s right to enforce the agreement ac- 
cording to its terms is so much a part of 
insurance thought that the denial of it 
results in a futile act. In insurance there 
can be no futile acts. In Fomby v. World 
Insurance Company of Omaha, Nebraska, 
the insurer had issued a group policy insur- 
ing the employees of Columbia County, 
Arkansas, against loss of life from bodily 
injuries sustained by accidental means while 
engaged in the occupation. The plaintiff’s 
husband was killed when two trucks col- 
lided. The policy provided that the benefi- 
ciary of an employee shall be the employer 
and that the benefits are payable to the em- 
ployee or the beneficiary of the employee. 
The insurer defended the widow’s action on 
the ground that she could not enforce the con- 
tract as a third-party beneficiary because there 
was no privity between Columbia County, 
the party who had received the promise, 
and the third-party beneficiary, the widow. 
Although the policy had used the words 
“hereby insures the employees of the in- 
dividual firm or corporation (hereinafter 


called employer) named in the following 
schedule of insurance against loss of life, 
limb, sight or time .’ the court rested its 
judgment for the widow on the theory of 
donee-beneficiary. The court went on the 
reasoning that Columbia County intended 
to make a gift or confer a right upon the 
employee or his estate and that the sole 
purpose of the insurance was to protect the 
employees and their families against the 
financial crises that result from occupational 
injuries. The decision illustrates what I 
have written in respect to the beneficiary’s 
right to enforce the policy according to its 
terms as being a part of the insuring 
process, something that is inherent in the 
insuring process. The’ contractual theory 
of donee-beneficiary is perhaps similar to 
the theory that underlies the beneficiary’s 
right to enforce the policy. Donee-benefi- 
ciary may be an explanation of the thought 
that underlies insurance and _ insurance 
transactions. The insurance process is ca- 
pable, however, of going forward and per- 
forming its function without the justification. 
This functional power is important because 
there are jurisdictions in which the donee- 
beneficiary theory is not accepted, and in all 
of those jurisdictions life insurance is written, 
and insurance arrangements, including op- 
tions, have become a part of the function 
that insurance serves in society.” What I 
have just written makes quite clear that the 
insuring process is sufficient in itself; it has 
its own established place in the law. 

The that cases such as Hall v. 
Mutual Life Insurance Company and Toulouse 
v. New York Life Insurance Company present 
must be approached with an awareness of 
the interdependence between the insurance 
arrangement as expressed in the policy and 
the discharge of the obligation by the carry- 
ing out of the option arrangement. In 1952 
the New York Legislature, by adding Sec- 
tion 24-a to the personal. property law, 
recognized the interdependence between the 
policy and the carrying out of the option 
as a means of discharging the contract by a 
negative directive, namely, that the result 
is not impaired by the statutes or rules of 
law that govern the transfer of property by 
will or gift.“ The Law Revision Commis- 
sion, in recommending this action to the 


issues 


legislature for the purpose of clarifying the 
law, treated the arrangement as a substitute 


for a will. The commission was of the opin- 





14 Life Cases 694, 115 F. Supp. 913 (DC 
Ark., 1950). 
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%® See the discussion in the dissenting opinion 
in Toulouse v. New York Life Insurance Com- 
pany, cited at footnote 32. 

*# Ch. 820, Laws of 1952. 
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ion that dispositions of this kind are care- 
fully and seriously made, and reliable evidence 
of the disposition is made by the record.” 
I would have rested the matter on the in- 
terdependence of the insurance arrangement 
and the option and the papers that carry out 
the option. Mr. Taylor has stated that he 
finds some authority which that 
Scottish law treats the direction in an in- 
surance arrangement as a_ testamentary 
effective to title to a 

There is some precedent, therefore, 


shows 


force, give good 
payee.” 
in the civil law, for the ground on which the 
Law Revision Commission made its recom- 
mendation. Under our common law where 
we approach cases upon the facts, the issues 
are likely to present themselves in varying 
forms. Distinctions may thereby arise that 
will require further legislative action in 
order that the insurance process may serve 
purpose. If the are 
approached with an awareness of the inter- 
dependence between the policy and the op- 
tion and the papers that carrv the option 
into effect, and if the nature of the beneficial 
interest is given its place as a related condi- 
tion of the insuring process, a mountain-top 
viewpoint will result, and many difficulties 
will disappear. The legal rules that control 
beneficial interest in respect to vested and 
nonvested interests and the manner of 
changing the beneficiary have long been 
subject to judicial action. There we have 
reasonable certainty.” 


its social issues 


UNDERWRITING NONCANCELLABLE 


The factors which a company should 
consider in the underwriting of noncan- 
cellable insurance were discussed by R. 
U. Clark, superintendent of the A & H 
Underwriting Department, Massachusetts 
Protective Association, at the Eighth 
Underwriting Forum of the Health and 
Accident Underwriters Conference. 

He said: “Policies and rates are prob- 
ably determined by the coverages and 
premiums already in the field. 
As an underwriter your task will be to 
learn as much as you can about the 
range of underwriting practices used by 
others from the most lenient to the most 


use in 





‘1 See footnote 6. 

‘*R. Donald Taylor, ‘‘Developments in Life 
Insurance,’’ 4 La Revue du Barreau 278 (Mon- 
treal, June, 1944), citing Macgillivray on In- 
surance Law (2d Ed., 1937), p. 576: “By 
Scottish law, a direction in a policy may 
operate with testamentary effect and so create 
a revocable designation which in the absence 
of revocation is effective to give a good title 
to a payee.”’ 
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Conclusion 


Certainty and simplicity result in a facility 
of administration that is a part of the due 
process of business. The prompt payment 
of life insurance proceeds is desirable for 
many reasons. The problems that arise 
in administration under statutes and in the 
case law may be simplified if we approach 
them with an awareness of the major prem- 
ises in the thought that controls life insur- 
ance. I have sought to bring together from 
widely separated statutes and case decisions 
some of the dominant points of that thought. 
The comparisons and the contrasts have 
brought out the major premises. Life in- 
surance rests on contract. The proceeds 
are “peculiar” property that from 
contract. In the exemption statutes the 
have treated the proceeds of life 
insurance as special property resting on 
contract. Out of the idea of special prop- 
erty and out of the idea that insurance rests 
upon contract there has come an acceptance 
in the United States of the power of a 
beneficiary or payee to enforce the insurance 
arrangement according to its terms. The 
recognition of a beneficial interest and of a 
power to enforce that interest is inherent in 
the legal thought that treats the proceeds of 
insurance as special property created by 
contract. This thought rests on an aware- 
ness of interdependence, of a sense of relation. 


[The End] 
INSURANCE = 


conservative. Then you must study your 
own company to judge whether you can 
afford to be among the more lenient or 
whether you must take your place among | 
the more strict.” 


arise 


courts 


Companies entering this insurance field 
should make full use of inspection re- 
ports, medical findings and intercompany 
To evaluate 
position, the 
tests prescribed: 
(1) What ratio of claims to premium 
does the company expect? (2) What is 
the expected claim settlement practice? 


(3) What are the selling practices? 


exchanges of inforfmation. 
a company’s preliminary 


following three were 


‘3 New England Mutual Life Insurance Com- 
pany v. Harvey, 82 F. Supp. 702 (DC Mass., 
1949); Peoples National Bank v. Northwestern 
Mutual Life Insurance Company, 14 Life Cases 
896, 237 S. W. (2d) 870 (Ky. Ct. of App., 1951); 
Creighton v. Barnes, 1 Life Cases (2d) 214, 257 
S. W. (2d) 101 (Tex., 1953); Stone v. Stephens, 
14 Life Cases 1023, 155 Ohio St. 595, 99 N. E. 


(2d) 766 (1951); and Society of Missionary 
Catechists v. Bradley, 112 Ind. App. 556, 44 
N. E, (2d) 209 (1942). 
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eens payment of the first 
premium on a polio policy by a third 
party to the insurance contract is not for- 
bidden under Florida law.—The Florida 
Insurance Commissioner presented the ques- 
tion as to whether it was permissible under 
Florida law for a third party to pay the 
first premium on a polio policy. 

The facts were that a dairy company 
desired to make a gift of a $1,000 polio 
policy, to be issued by a domestic insurance 
company, covering each newborn child in 
the Tallahassee area. The first year’s $2 
premium was to be paid by the dairy, and 
any renewal premium was to be the obliga- 
tion of the interested family. 

The matter was to be handled as follows: 
The dairy company would forward the name 
of each newborn child to the insurer’s local 
agent who would contact the family and 
have an application for the policy executed 
by one of the parents. In pursuance of the 
application, the policy would be issued and 
delivered to the dairy company which, in 
turn, would present the policy to the family. 

The Attorney General ruled that the 
proposed plan did not conflict with any 
Florida law. He stated that the several pro- 
visions of the state’s laws relating to in- 


ducement for insurance do not appear to 
be involved here, and that there are no 
provisions in Florida law which prohibit 


the payment of the first premium by the 
dairy company. He said that decisions from 
other jurisdictions appear to hold that 
from the insurer’s point of view it is im- 
material who pays the premium, and that 
payment by a third party is sufficient even 
though such third party has no insurable 
interest involved. Appleman, Insurance Law 
and Practice, Volume 18, Section 8011, pages 
281-283, was cited—Opinion of the Florida 
Attorney General, September 8, 1954. 
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( ‘~EORGIA—An insurance company which 
Nhas not included membership fees in its 
premium tax return but has shown the 
amount of membership fees as well as the 
amount of premiums collected in its annual 
statement to the Insurance Department may 
be called upon to amend its premium tax 
returns for a period of seven years.—The 
question of whether there is any limitation 
the number of which a 
company may be called upon to amend its 
premium tax returns so as to include the 
amounts collected as “membership fees” was 
asked of the Attorney General by the In- 
surance Commissioner. 


as to years for 


He replied that since Chapter 92-25 of 
the Georgia Code Annotated is silent on 
the question, the answer must be sought 
from the general law. Section 92-7701 pro- 
vides that all tax executions shall be enforced 
within seven years from the date of their 


entry or within seven years of the last 
entry on the execution. Section 92-7702 
provides that all laws in reference to a 


period of limitation as to ordinary executions 
are applicable to tax executions. 

He cited Georgia Railroad and Banking 
Company v. Wright, 124 Ga. 596, which 
construed these acts to provide a statute of 
limitation against the right of the state to 
lien for taxes. The decision in 
the Wright case was followed in Reynolds 
v. Hardin, 187 Ga. 40. He ruled that the 
insurance company may be called upon to 
amend its premium tax returns for a period 
of seven years.—Opinion of the Georgia At- 
torney General, September 21, 1954. 


enforce a 


res DAKOTA—Agents of a foreign 
\ nonprofit hospital service association that 
is located in a state with which South Da- 
kota does not have reciprocity must be 
licensed as insurance agents.—The Com- 
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missioner of Insurance of South Carolina 
recently asked the Attorney General for an 
opinion as to whether agents of a foreign 
nonprofit hospital service association, par- 
ticularly those organized under Iowa law, 
soliciting in South Dakota would have to 
be licensed as insurance agents. The At- 
torney General answered in the affirmative. 
He stated that the question was generally 
answered in an opinion from his office re- 
ported in the 1947-48 AGR 269, wherein it 
was held, based upon reciprocal agreements, 
as follows: 

“The question whether or not agents or 
representatives of foreign hospital service 
plan corporations are required to be licensed 
or are required to pay fees for the privilege 
of soliciting business in this state, must be 
controlled by the laws of the foreign state 
under which this company is organized.” 

The Iowa law, Chapter 514, under which 
nonprofit hospital service plans are adminis- 
tered and organized, does not have or con- 
tain any reciprocity statute. The Attorney 
General concluded that the reciprocity pro- 


A REPORT TO THE READER—- 
| 
| 


Some juris- 
consideration is 


supporting a contract be legal. 
dictions hold that a past 
not sufficient to render enforceable a prom- 
ise to do something in the future. 
Competent parties are necessary to create 
a binding contract. This consideration be- 
comes important when dealing with infants 
or insane Generally speaking, a 
contract with a person under 21 years of 
age is valid but is voidable at the will of 
the infant. This would be true even though 
the infant has intentionally and fraudulently 
misstated his age and thus has induced the 
Con- 


persons. 


innocent party to contract with him. 
tracts with one adjudicated an insane per- 
son are absolutely void, but contracts made 
with a unsound mind who 
not been adjudicated insane are voidable at 


person of has 
his election upon recovering his reason or 
at the election of a committee appointed 
for him. 

The subject matter of the contract must 
be legal. If the basis of the whole agree- 
ment is tainted with illegality, enforcement 
of the promises will be denied. This con- 
cept is merely an extension of the 
mentioned above, which stated that the con- 
sideration to support a contract in order 
to be valid must be legal. 


one 


Report to the Reader 


vided in Chapter 504.26 is not applicable as 
Chapter 514.1 provides in part: 

“Shall be governed by the provisions of 
this chapter and shall be exempt from all 
other provisions of the insurance laws of 
this state, unless specifically designated 
herein, not only in governmental relations 
with the state but for every other purpose, etc.” 

The Attorney General stated that it was 
his opinion that agents of a foreign non- 
profit hospital service plan operating in 
Iowa would be subject to all the require- 
ments of Iowa’s insurance laws as regards 


licensure for insurance agents. He con- 
cluded that reciprocity, based upon the 
presently existing statutes, between Iowa 


and South Dakota is not contemplated, and 
that, consequently, agents of nonprofit hos- 
pital service associations, organized and 
existing pursuant to Iowa law, soliciting 
business in South Dakota are subject to 
licensure under the South Dakota insurance 
laws that relate thereto.—Opinion of the 
South Dakota Attorney General, September 
30, 1954. 


Continued from page 772 


Claims 
An insurance agent should be familiar 
with claim procedures. These basic rules 


should be followed by the agent: 

(1) Report losses promptly without prior 
commitment to the insured. 

(2) Make an effort to educate the insured 
as to the extent of his insurance coverage. 

(3) Do not unduly hamper the efforts of 
the adjuster, but assume an interested pas- 
sive role. 

(4) Realize that the adjuster must abide 
by the terms of the policy, and that it is 
the privilege of the company, not the agent, 
to waive terms of the policy. 

(5) In the event of suit, be aware of the 
fact that company counsel may take certain 
legal steps to protect its right to defend 
when there is doubt as to coverage. More 
often than not, the insured will not under- 
stand these necessary legal steps. 

(6) Be familiar with the subrogation 
rights of the carrier. Frequently, the de- 
ductible portion of a collision for 
example, will be recovered through subro- 
the will refund 


loss, 


gation and, if so, carrier 


the deductible portion to the insured. If 
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the agent will outline the recovery process 
to the insured, there will be a better under- 
standing of the situation by the client. 


Expirations 


Because of the so-called “peculiar rela- 
tionship” of an agent, the legal ownership 
of expirations is most important.‘ Particu- 
larly is this the case now, in view of recent 
litigation and the growth of various install- 
ment premium finance plans. I feel that 
most agents take for granted that they own 
the expirations under any and all conditions 
and circumstances. A review of the volume 
of litigation should dispel such complacency. 
This may be true only where the agency 
contract clearly defines the rights of the 
parties to expirations. If the contract is 
silent or if it is ambiguous, the agent may 
find he does not own this valuable asset 
under certain circumstances. 


What is meant by “expiration”? It was 
defined by an Illinois court as follows: “An 
expiration is in effect a record of the policy 
issued to the insured, which contains the 
date of issuance, name of the insured, ex- 
piration of the policy, amount of the insur- 
ance premiums, property covered and terms 
of insurance.” (See F. B. Miller Agency v. 
Home Insurance Company, 276 Ill. App. 418.) 
These lists should be a closely guarded 
secret of the agency. 

As a broad general principle the courts 
have established that ownership of the 
expirations, except for different contract 
arrangements or custom and usage, are 
owned by the agency. However, there is 
lack of uniformity as to the details of this 
ownership, and some of the court decisions 
defy reconciliation. This is due, in part, 
to the fact that the legal doctrines involved 
are of comparatively recent origin. 

The first important decision involving the 
question of ownership was the 1904 case 
of National Fire Insurance Company v. Sul- 
lard, 89 N. Y. S. 934, popularly known as 
the “Yonkers” case. In this case the court 
held that the “expiration register” belonged 
to the defendant by reason of the assign- 
ment from a former agent who owned it. 
The court stated: 


“Owing to this practice [method of opera- 
tion by a local agent], it may be said the 
business of an insurance agent who repre- 
sents several companies, and whose cus- 
tomers, or so-called clients, leave the matter 
of the selection of the company entirely to 
the agent, has a well-recognized value, the 
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subject of sale, whose sale is only to be 
defeated by the refusal of the insurance 
company to appoint the vendee as its agent, 
or the refusal of the customers of the 
vendor to patronize the new agent.” 


This case is usually cited in connection 
with the problem of ownership of expira- 
tions, as is the case of Whitney v. Whitney, 
88 S. W. 311, decided in 1905 by the Court 
of Appeals of Kentucky. The “Yonkers” 
case also held that the agent could solicit 
the customers appearing on the expiration 
register provided he did not interfere with 
the insurance company’s outstanding poli- 
cies by attempting to induce 
cancellations. 


premature 


A more recent but one of the leading 
cases involving this problem is F. B. Miller 
Agency v. Home Insurance Company, above, 
in which the court said: 


“The agent may represent several com- 
panies engaged in writing the same kind 
of insurance. The agent solicits the busi- 
ness for the agency rather than for any 
particular company. In doing so, he ac- 
quires knowledge of the client’s insurance 
needs, and many times, the amount of 
insurance written on a single risk is in 
excess of the amount authorized by any 
company he represents. He divides the 
risks among the companies in such manner 
as he may choose. He may so divide it 
that some of the companies he represents 
may not receive any part of it. Any com- 
pany not receiving any part of the risk 
could have no right or interest in the record 
or information contained in such expira- 
tions. The agent may devote the whole of 
his time to the benefit of the agency, but 
the ultimate benefit from such service is 
divided among the several companies he 
represents. Expirations are acquired and 
prepared at the expense of the agent.” 

Apart from its importance on the expira- 
tion question, the decision tends to empha- 
size the difference, under the law of agency, 
between a commercial agent and an insur- 
ance agent. It especially brings out the 
point that whereas a commercial agent 
normally solicits for a company, the insur- 
ance agent solicits on behalf of his agency. 
It also tends to emphasize the independent- 
contractor status of an insurance agent. 


In conclusion, it is hoped this series of 
articles has been helpful to agents and their 
counsel. The legal pitfalls are many and 
varied; consequently, the agent should de- 
velop an awareness to these problems if he 
is to avoid legal entanglements. 
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Nevada Regulates Premium Rates 


Charged by Sureties x 


Paul A. Hammel, Insurance Corq missioner 
of the State of Nevada, has issued a ruling 
affecting all insurance companies @uthorized 
to do a surety business in the s"ate. The 
ruling (Department Ruling 54-4@ concerns 


the charging of premiums for gpail bonds 
in civil or criminal procedure i all courts 
and bankruptcy proceedings in“luding dis- 
charge for arrest and bail lib 
ruling follows in its entirety: ¢ 


The 


ties. 


“WHEREAS: Some insur}rs have al- 
lowed agents to make individykl variations 
in the charge made to saat for the 
undertaking of bail, and A 


“WHEREAS: who are 
members or subscribers of the Surety As- 
sociation of America have ¢allowed their 
agents to make charges other than those 
filed in their behalf by the Surety Associa- 
tion of America contrary to Article 15A of 
the Nevada Insurance Code, and 

“WHEREAS: The Attorney General of 
the State of Nevada concurs in the opinion 
of the Insurance Commissioner of the State 
of Nevada that the full amount paid by, or 
on behalf of, the principal is the premium 
for the undertaking of bail. 

“NOW THEREFORE IT IS ORDERED: 


That all companies authorized to do a surety 


. : f 
Some instfrers 


business in the State of Nevada charge the 
premium rates as filed in their behalf by 
the Surety Association of America or such 
deviated rates as the company may here- 
after file and have approved by the Insur- 
ance Commissioner of the State of Nevada 
for their use in the State of Nevada in ac- 
cordance with Article 15A of the Nevada 
Insurance Code, and 


State Department Rulings 


“IT IS FURTHER ORDERED: 
all companies authorized to do a surety 
business in the State of Nevada instruct 
their agents in the State of Nevada to make 
no charge for bail bonds in excess or in 
addition to such filed and approved rates, and 

“TT IS FURTHER ORDERED: (That 
all companies authorized to do a surety 
business in the State of Nevada report as 
premium income, for the purpose of com- 
puting the tax due the State of Nevada, the 
entire amount of charge made by its agents 
or bail bondsmen in the State of Nevada.” 


That 


Nation-Wide Marine Definition 
Amendments in Process 


The Insurance Departments of Maryland 
and California have formulated rulings call- 
ing for the amendment of the nation-wide 
marine definition. The Maryland and Cali- 
fornia rulings used almost identical lan- 
guage in their amending of Provision E2(d) 
of the definition. The Maryland ruling 
follows: “Physicians’ and Surgeons’ Instru- 
ment Floaters. Such policies shall not cover 
furniture or fixtures except furniture or 
fixtures in that portion of the premises oc- 
cupied by the assured in the practice of his 
profession.” 

This amendment to the definition previously 
had been adopted by the NAIC. 

In Minnesota, a hearing to have been held 
at the office of Cyril C. Sheehan, Commis- 
sioner of Insurance, on November 9, 1954, 
was postponed. Under consideration is the 
possible amendment of the definition with 
respect to insurance of grain or flour at 
the risk of grain dealers or millers, and, if 
so, to what extent such insurance not at 
present within the scope of the definition 
should be included therein. 
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Desk Book 


Information Please—1955 
Macmillan Company, 60 
New York 11, New York. 


Almanac. The 
Fifth Avenue, 
1955. 960 pages. $1. 


This has always been one of the handiest 
desk books because of its ability to answer 
a large variety of questions. 
edition: has several 
section, a section 
a section giving tax return help. 


This vear’s 
features: a word 
devoted to recipes and 


new 


Loss Insurance 


“Full Aid” Insurance for the Traffic Victim. 
Albert A. Ehrenzweig. University of Cali- 
fornia Press, Berkeley 4, California. 1954. 
72 pages. $2. 

It’s been said that one fifth of the drivers 
cause four fifths of the accidents. This 
study, made possible by the Guggenheim 
Memorial 


the serious 


Foundation, offers a solution to 
problem created by the 
tinuously rising number of automobile ac- 
cidents by that one fifth. 


The author, a law 
University of California, 
does not reform of the 
system of private insurance by the imposi 
tion of features as to either 
the insurer or the insured. 
to persons injured by automobiles should 
be governed by the following six postulates 


con- 


professor at the 
that he 


present 


stresses 


propose a 


compulsory 
Compensation 


(1) A voluntary scheme of private insur 


ance with minimum state 


of both underwriting and rating. 
2) No and, if 
an addition to existing incentives for greater 


control by the 


impairment of possible, 


safety. 


(3) No legislative interference with the 
common law of torts—but elimination of 
the present gamble of negligence suits. 
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(4) Saving of insuring 


public. 


expense to the 


(5) Easy determination and equality of 
minimum awards measured by standards of 
leaving to additional 


low-income groups, 


optional coverage any excess requirement 
of those considering their potential claims 
greater than those offered by the scheme. 
(6) Widest possible coverage of the public 
The proposal is one that by-passes tort 
law as the medium through which insurance 
is payable. This can be done safely and 
should be done because “liability insurance 
has been, and can be, lawful only because 
it covers primarily accidents caused by in- 
sured without moral fault. On 
the other hand, it is the availability of this 


motorists 


insurance that will induce courts and juries 
to give and to permit verdicts against sucl 


blameless defendants. Failure to acknowl 


edge this rationale has prevented the de- 
; limits. 


velopment of appropriate liability 
The uninsured will be treated as if he were 
insured, and the insured will be held with 
out regard to the amount of liability insur- 
ance he carries.” 

proposal is 
two 


Legislatively, the author’s 


encompassed in the following pro- 


visions: 


(1) Any owner or operator of an auto- 
“full 
surance in statutory minimum amounts for 
all injuries inflicted by the operation of his 
vehicle would, under a new automobile in- 


mobile who carries aid” accident in- 


trom his common 
contrast to 


surance law, be relieved 
law liability for ordinary (in 
criminal) negligence 

(2) Any person, except a member of the 
injurer’s own family, injured by a car not 
so insured, and otherwise unable to recover 
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for his harm (because the injurer is either 
not liable or insolvent), would be entitled 
to recover the same amounts from an 
uncompensated-injury fund which would be 
administered by the automobile insurers 
licensed in the state. 


Since legislatures and others are working 
with this currently, this 
study is a valuable contribution to knowl- 
edge of the problem and its possible solution. 


serious problem 


ARTICLES | 
Articles of interest 
legal publications 


in other 


Insuring the Insurer . ; Companies 
are now able to insure a much larger pro- 
portion of substandard -risks, and are 
stimulating competition among themselves, 
through the device known as “reinsurance.” 
Che range of life risks that qualify for in- 
surance has been expandtd because com- 
panies are making use cf the protection 
afforded by reinsurance. And reinsurance 
has enabled companies to issue policies on 
some risks that they might otherwise have had 
to decline because of difficulty in evaluation 


The process, development and need fot 
reinsurance is discussed in this article. The 
author, director of educational publications 
with the American College of Life Under 
writers, outlines the economic functions of 
life reinsurance. He builds a well-supported 
case for his contention that such reinsur- 


THE REVERSIONARY TRAP 


| 


“boiler plate’ of the insurer, or both the 
practical and tax consequences may be 


disastrous. 

Frankly, it should be recognized that per- 
mitting the wife to own a policy upon her 
or nearly always, 
If the husband 


husband’s life is always, 
for purposes of tax savings. 
fears premature death of his wife, or wants 
to control policy incidents irrespective of 
tax consequences, then he should be the 
policy owner. If tax savings are the impor- 
tant objective, he may prefer, in the event 
of his wife’s death, to permit such insurance 
as she owned to continue as extended in- 


surance—and to create a new insurance 


Books and Articles 





ance will help to dispell ill will! among the 
insuring public and will aid companies in 
their attempts to better serve their clients 
and at the same time increase their own 
profits—Howard, “Reinsurance of Life 
Risks,” The Journal of the American Society 
of Chartered Life Underwriters, Fall, 1954. 


Rule 43(a) 
Procedure 


Confusion in Evidence 
of the Civil 
privileged-communication 


Federal Rules of 


and state laws 
are often in conflict over the admissibility 
of evidence. The federal rule seems to take 
a simple approach to the problem by out- 
lining three separate bodies of law and 
saying that “if the evidence would be ad- 
missible under any one of these systems, 
then, under Rule 43(a), it is admissible.” 


State courts have run into trouble by 
trying to categorize rules governing privi- 
leged communications under rules of ad- 
missibility or rules of exclusion. Says the 
author, a part-time assistant professor of law 
at Louisiana State University: “If the 
reader will pardon the allusion to Gertrude 
Stein, they are what they are—rules gov- 
erning privileged communications.” 


It is suggested that “it is desirable for 
federal courts to apply state rules of privi- 
lege with respect to relationships which are 
more closely related to state than federal 
interests,” and that federal courts should 
seldom attempt to mold different rules of 
privilege.—Pugh, “Rule 43(a) and the Com- 
munication Privileged Under State Law: 
An Analysis of Confusion,” Vanderbilt Law 
Review, June, 1954. 


Continued from page 777 | 


program, and new estate plans, if he should 
remarry. The only thing he must guard 
against is inconsistency—of trying to ride, 
Roman 
heading in tangential directions. 


style, two horses which may be 


Thus, ownership and transfers must be 
bona fide and complete. Elastic bands de- 
signed to pull control back to the insured, 
or even tacit bedchamber agreements, will 
destroy the result of tax immunity. 

Accordingly, whether the tax trap be real 
or potential, it is urged that caution be used 
in the creation of estate plans dependent 
upon one view of the law—if such view may 


[The End] 
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be a mistaken one. 
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Care, Custody 
or Proprietary Control 


Certiorari was on November 8, 
1954, to a recent decision of the United 
States Court of Appeals for the Third 
Circuit which was reported in the August, 
1954 issue of the JouRNAL as a “short 
short.” (See 8 Fire AND CASUALTY CASES 
392.) The court of appeals found inappli- 
cable a property damage 
policy excluding from coverage property in 
the “care, custody or control of the in- 
sured” notwithstanding the fact that the 
property at the time it was damaged was 
in the “physical control” of the insured. 
The accident involved was to machinery 
being installed under contract by the in- 
sured, but not owned by it. 


denied 


provision in a 


The court of appeals held that property 
in the “care, custody or control of the 
insured” meant property in which the in- 
sured had a proprietary interest. The court 
looked to the law of Illinois inasmuch as 
the policy was countersigned in Illinois, 
and was not biiding until this counter- 
signing. The Illinois case of Welborn vw. 
Illinois National Casualty Company, 347 Ill. 
App. 65, 106 N. E. (2d) 142 (1952), was 
relied upon. In that case the court con- 
ceded that the insured was in a sense in 
charge of the property, but held that he 
was not in charge of it within the meaning 
of the exclusionary provision of the policy. 
It reasoned that the exclusionary provisions 
were limited to a proprietary type of con- 
trol, though temporary, and did not cover 
the possessory handling which is incidental 
to repair. 

The insured in petitioning for certiorari 
contended that the court of appeals erred 
in attempting to apply local law to the 
case in that it relied upon a state court 
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one 
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decision inapplicable to the facts of the 
case at bar. The Supreme Court denied 
this contenton and refused to grant cer- 
tiorari—McLouth Steel Corporation v. Mesta 
Machine Company; Foster v. Hartford Acci- 
dent & Indemnity Company. 


Hold Hearings on Taxation 
of Life Insurance Companies 


The Subcommittee on the Taxation of 
Life Insurance Companies of the House 
Ways and Means Committee began public 
hearings on Monday, December 13, as a 
step in the development of a permanent 
method of taxation of life insurance com- 
panies. 

The 1954 Code continued with minor 
changes the temporary formula which had 
been in effect since 1951, since during the 
revision of the Code there was not suf- 
ficient time to make an adequate study of 
the matter. If the temporary treatment of 
life insurance companies had not been ex- 
tended, there would have been an automatic 
reversion to the older formula adopted in 
1942, which, among other defects, had no 
provision for the relief of companies with 
less than an adequate margin of earnings 
above interest requirements. 

Witnesses were requested to include in 
their testimony their views as to the fol- 
lowing possible tax bases for life insur- 
ance companies: free investment income, 
gross investment income, total income, 
distributed income, investment income of 
the company viewed as income taxable to 
the policybolders and income from differ- 
ent types of activities segregated as bases 
for tax. 

The subcommittee also asked the wit- 
nesses to discuss the question of special 
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PERSONS AND EVENTS 


| Two major disability insurance as- 

| sociations—the Bureau of Accident and 
Health Underwriters, and the Health and 
Accident Underwriters Conference—will 
pool talents this year for a joint group 
rally to be held at the Drake Hotel, 
Chicago, February 7-9. Heads of the 
respective group committees sponsoring 
the meeting are George E. Light for the 
bureau and George R. Jordan for the 
conference. 


The fortieth annual meeting of the 
Casualty Actuarial Society was held at 
the Hotel Biltmore in New York City 
on November 18 and 19. Seymour E. 
Smith (Associate Actuary of the Travel- 
ers), president; Dudley M. Pruitt (Actu- 
ary, General Accident), vice president; 
John A. Mills (Kemper Insurance 
Group), vice president; and Albert Z. 
Skelding National 


(secretary-treasurer, 


tax treatments for accident and_ health 
insurance business, individual annuity busi- 
ness, group annuity business, term insur- 
ance business, life insurance companies 
principally functioning as investment com- 
panies, profits diverted by a noninsurance 
parent to a life insurance subsidiary and 
treatment of royalty income, capital gains 
and similar income in determining invest- 
ment income. 


A report prepared by the staff of the sub- 
committee entitled “A Preliminary State- 
ment of the Facts and Issues with Respect 
to the Federal Taxation of Life Insurance 
Companies” will be used as the basis for 
the hearings. Interested persons may ob- 
tain copies of this report by writing to the 
Clerk of the Committee on Ways and 
Means. The report gives a brief history 
and background of the question and 
describes some of the methods that have 
been suggested for taxing life insurance 
companies. The hearings will not be limited, 
however, to the topics mentioned above or 
to those discussed in the report. 


Fraternal Societies Discussed 
in New York Lecture Series 


In regulating fraternal benefit societies, 


supervisory authorities must always be 
cognizant of the many noninsurance activi- 
ties of these organizations, according to 


The Coverage 


Council on Compensation Insurance), 
secretary-treasurer, were re-elected. 
Chairmen of committees of the Ameri 
can Bar Association’s insurance section 
have been named by Chairman Walter 
A. Mansfield, Detroit. They are: com 
pulsory nonoccupational disability bene- 
fits, James K. Honey; A&H, C. C. 
Frazier; insurance law education, Har- 
lan S. Don Carlos; life, John V. Bloys; 
membership, Victor A. Lutnicki; publi- 
cations, Hugh E. Reynolds; public re- 
lations, Lowell D. Snorf, Jr.; regulation 
of insurance companies, J. Roth Crabbe; 
rules and procedure, Robert P. Hobson; 
and trial tactics, Wayne E. Stichter. 
The eighty-sixth annual meeting of 
the National Association of Insurance 
Commissioners is scheduled to be held 
at the Biltmore Hotel, Los Angeles, 
California, May 30 through June 3, 1955. 





C. J. E. Robinson, Assistant Chief of the 
Life Bureau of the New York State In- 
surance Department and head of the Life 
Bureau’s Fraternal Section, in a speech 
given at the fourth session of the department’s 
in-service training course for examiners. 
Such activities he said, are potentially capable 
of affecting the insurance protection offered by 
fraternals. 


Mr. Robinson pointed out that in the 
course of examining the affairs of fraternal 
societies, examiners must investigate ac- 
tivities which have no counterpart in life 
company operations, thereby necessitating 
utilization of different examination tech- 
niques and procedures. He discussed the 
development of fraternal societies from the 
founding of the Ancient Order of United 
Workmen in 1868 by J. J. Upchurch to the 
present day. He described the efforts made 
by organizations composed of members of 
individual societies which seek, in cooperation 
with state insurance regulatory agencies, to 
place fraternal insurance on a sound basis. 
Also discussed was the recent application 
of the Gain and Loss Exhibit in the annual 
statement to fraternals. 


Special attention was paid to the fund 
theory of accounting in fraternal societies 
which requires the segregation of funds 
into two general categories—insurance funds 
and so-called general or expense funds. 
This is distinctly different from the prac- 
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tice in life company accounting which re- 
gards gross premium receipts as applicable 
to the entire area of insurance operations, 
subject to the control of management and 
the supervision of insurance regulatory 
bodies. He pointed out that New York 
State, recognizing the increasing use of 
actuarial principles by fraternals, has au- 
thorized consolidation of funds under speci- 
fied conditions. 


Workmen's Compensation Rates 
Reduced in Missouri 


An over-all reduction of 3.4 per cent in 
rates for workmen’s compensation insur- 
ance in Missouri was approved recently by 
C. Lawrence Leggett, Superintendent of 
Insurance, according to a bulletin of the 
Associated Industries of Missouri. The 
reduction is applicable to new and renewal 
business only. 


A proposal to reduce the Coverage A 


specific occupational disease rates 20 per 


cent from the 1952 level was disapproved. 
Instead of the 20 per cent reduction, Super- 
intendent Leggett directed that these rates 
be reduced by approximately an additional 
60 per cent below the 1952 level. Last 
year the specific O. D. elements applicable 
to certain codes and classifications were 
reduced 20 per cent. New rates will now 
be filed by the insurance carriers in those 
classes involving dust hazards where the 
specific elements are necessary. 


Employers who have heretofore declined 
to bring their O. D. hazards under the 
Missouri Workmen’s Compensation Law, 
probably because of the cost or because 
they believed their exposure was not suf- 
ficient to justify the expense, may now 
wish to reconsider the problem, according 
to the bulletin. It states that this is par- 
ticularly true because of the present re- 
duction in O. D. rates and because of the 
broadened coverage in the new 
workmen’s compensation insurance policy. 
It further states that there are recent de- 
velopments in the law with reference to cer- 
tain court decisions which have a bearing 
on this matter. (See the case of McDaniel 
v. Kerr, 258 S. W. (2d) 629, which was 
recently decided by the Missouri Supreme 
Court.) Disease rates for Missouri work- 
men’s compensation insurance are now re- 
duced to a general loading of one cent in 
all classes except the dust classes and there 
they have now been slashed by about 80 
per cent of the 1952 rate level. 
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disease 


The 
indicate that the rate reduction will mean 
a saving of $600,000 to Missouri industry, 
This hypothesis, according to the bulletin, 
was no doubt based on an application of 
the over-all 3.4 per cent reduction to the 
$20,000,000 which is the approximate Mis- 


bulletin states that press reports 


souri premium in recent years. However, 
the Missouri premium for 12 months end- 
ing June 30, 1954, was over $25,000,000. 
When this latter fact is considered along 
with the new reduced O. D.-rates, it is 
believed by the Associated Industries of 
Missouri that the savings will be substan- 
tially greater than $600,000, as reported in 
the press. 


Product Liability 
in Chemical and Drug Industry 


Robert M. Cone, who is with the Insur- 
ance Department of Olin Mathieson Chemi- 
cal Corporation, discussed product liability 
in the chemical and drug industry at the 
fall insurance conference of the American 
Management Association. He recommended, 
as an absolute minimum, a combined prod- 
uct liability limit of no less than $1 million 
for chemical producers. 


To obtain these high limits, he stated it 
may be necessary to approach the excess 
market. First, however, he advised that 
primary coverage should be broadened to 
the fullest extent possible, thus providing 
a broad base upon which excess coverage 
can be superimposed. 


Care should be exercised in the purchase 
of excess insurance to make certain that it 
is at least as broad as the primary cover- 
age, according to Mr. Cone. Primary prod- 
ucts coverage may be arranged on a “per 
occurrence” basis with excess coverage on 
a “per accident” basis with respect to im- 
proper or inadequate performance, design 
or specification. Excess coverage may “step 
down” and act as primary coverage where 
a primary aggregate becomes exhausted. 


The chemical manufacturer may become 
liable for damages in a product liability 
action because of common law or statutory 
negligence at some stage in designing, 
engineering, producing, labeling, advertis 
ing, selling or distributing a product. Lia- 


bility also may result because of breach of 
some warranty expressly made or implied 
from the contractual terms or the labeling 
or advertising under which the product was 
sold, or from deceit or fraudulent misrepre- 
sentation by the seller. 
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NEGLIGENCE ——S~*S 
Summaries of Selected Decisions 
Recently Reported by CCH 
NEGLIGENCE REPORTS 


Malpractice Action 
for Morphine Addiction 


Where a doctor prescribes the use of 
morphine to a patient for self-administra- 
tion over a period of four months instead 
of attempting to discover the cause of her 
pain and as a result the patient becomes 
an addict, the doctor’s conduct constitutes 
gross negligence and, therefore, malprac- 
tice. New Mexico. 


The plaintiff brought an action for dam- 
ages for malpractice against a medical 
center, alleging that because of the conduct 
of its agents she became a morphine addict. 
The facts briefly are that the plaintiff had 
several operations performed which were 
necessitated by organic trouble. Narcotics 
were administered in connection with the 
operations. After one of the operations, the 
plaintiff complained of severe pains. She 
consulted one of the doctors at the clinic 
about self-administration of narcotics at 
home, and this was agreeable to the doctor. 
The plaintiff continued this process of self- 
administration of drugs at home for over 
four months. She then went to a different 
hospital where another operation was per- 
formed. After the surgery it was discovered 
that she was a morphine addict. The plain- 
tiff alleged that as a result of her addiction 


Negligence 


“Selected Hocicinan 
- from All Jurisdictions 













and that 
“with- 


impaired, 
effecting a 
Her husband sought consequential 
damages for loss of consortium of his wife 


her health was greatly 
she suffered great pain in 
drawal.’ 


and for medical expenses in a _ separate 
amount. Judgment was awarded to the 
plaintiffs, and the medical center brought 


an appeal. 

The state supreme court affirmed the 
judgment for the plaintiffs. It stated that 
the evidence introduced by the plaintiff 
was sufficient to sustain the verdict of the 
jury. The court did not consider the ques- 
tion of the immunity of the medical center 
(a charitable corporation) from liability for 
the torts of its agents inasmuch as the 
question was not presented to the trial 
court. The court held that the question was 
not open to review on appeal, and that a 
decision on the question will be reserved 
until it is properly before the court.—Los 
Alamos Medical Center, Inc. v. Coe. New 
Mexico Supreme Court. September 8, 1954. 
4 NEGLIGENCE Cases (2d) 42. 


Workman Recovers 
for Injuries from Fall 


Where a person hires an employee of 
another to remove an antenna from a tele- 
vision tower, he is liable for injuries in- 
curred by the workman when the tower 
falls due to insecure rigging. New York. 


The defendant, who was in the business, 
among other things, of selling and installing 
television sets, had his workmen erect a 
television tower on one of his buildings. 
The tower was not securely rigged to the 
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building. The plaintiff, an employee of an- 
other, was engaged to do some work on 
the tower. While he was in the process of 
removing an antenna from the tower, the 
tower fell and plaintiff was severely injured. 
The plaintiff brought an action for his in- 
juries against the defendant, and was awarded 
a verdict of $50,112.89. An appeal by the 
defendant was then taken to a higher court. 


The higher court found that the verdict 
was excessive, and ordered the judgment 
affirmed for the plaintiff only if he stipulated 
within ten days after the entry of the order 
to accept the sum of $30,000. Otherwise, a 
new trial was directed. 


The court held that the defendant owed 
the duty to the plaintiff, who was the em- 
ployee of another, to furnish a reasonably 
safe appliance to work upon. (See Huston 
v. Dobson, 138 App. Div. 810; Iacono v. Frank 
é& Frank Construction Company, 259 N. Y. 
377.) The court said that in that respect 
the defendant had the same duty which he 
would have owed if the plaintiff had been 
his own employee. (See Hess v. Bernheimer 
& Schwartz Brewing Company, 219 N. Y. 
415.) The court stated that plaintiff was 
not guilty of contributory negligence as a 
matter of law because he assumed a risk 
rather than abandon the work he was em- 
ployed to do. (See Kaplan v. 48th Avenue 
Corporation, 267 App. Div. 272, and cases 
cited therein.) The court held that the 
issue was for the jury even though the im- 
proper bracing of the tower was readily 
apparent. The court added that there was 
evidence that plaintiff's employer was as- 
sured that other men had worked on the 
tower safely.—Beyette v. Greenblatt. New 
York Supreme Court, Appellate Division, 
Third Judicial Department. July 8, 1954. 
4 NEGLIGENCE Cases (2d) 50. 


Landlord Liable to Third Persons 


Where a landlord rents premises for pub- 
lic use which are in an unsafe condition 
at the time of letting, he is liable to third 
persons who are injured by reason of the 
unsafe condition. Kansas. 


A lumber and investment company leased 
a room in one of its buildings to a women’s 
club which was going to conduct a rummage 
sale there. Snow and ice collected in the 
entranceway to the room and concealed 
a defective condition in the floor. The facts 
indicate that the entranceway was cracked, 
sloped and uneven. The plaintiff, a prospec- 
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tive purchaser at the sale, fell and sustained 
injuries as a result of the defective structural 
conditions which were concealed by snow, 
She brought an action against the company 
for her injuries, alleging that the company 
knew of the dangerous condition and did 
nothing to remedy it. The company de- 
murred to her complaint. The demurrer was 
overruled, and the company brought ‘an appeal. 

The court ruled in favor of the plaintiff. J 
It quoted the case of Turner v. Kent, 134 
Kan. 574, 7 Pac. (2d) 513, which held: 

“Where a building is leased for a public 
purpose as a grocery store and meat market 
to which the public generally is to be in- 
vited, and conditions’ exist at the time of 
leasing which make it unsafe for the pur- 
pose intended, and such matters are known 
to the owner or landlord at the time of 
making the lease, the owner or landlord is 
liable for injuries thereby occasioned to 
third parties of the invited public.” 

The court said that the decision in the 
Turner case is in complete harmony with 
principles enunciated in Volume 2, Section 359, 
Restatement of the Law of Torts, which reads: 


“A lessor who leases land for a purpose 
which involves the of a large 
number of persons as patrons of his lessee, 
is subject to liability for bodily harm caused 
to them by an artificial condition existing 
when the took possession, if the 
lessor (a) knew or should have known of 
the condition and realized or should have 
realized the unreasonable risk to them in- 
volved therein, and (b) had reason to ex- 
pect that the lessee would admit his patrons 
before the land was put in reasonably safe 
condition for their reception.” 


admission 


1 . 
iessee 


The court concluded that if the defects 
alleged to be the proximate cause of the 
injury prove to be as pleaded, then the 
court would not be justified in holding, as 
a matter of law, that the complaint failed 
to assert a cause of action.—Zinn v. Hill 
Lumber & Investment Company. Kansas Su- 
preme Court. July 6, 1954. 3 NEGLIGENCE 
Cases (2d) 1150. 


Short Short: California 


A licensee who fell into a subsurface hole 
of which the landlord was unaware and 
which was not discoverable by the use of 
ordinary care could not recover in an action 
for damages from the landlord.—Gabbert v. 
Wood. California District Court of Appeal, 
Fourth District. August 18, 1954. 3 NeEcLI- 
GENCE Cases (2d) 1078. 
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LIFE 
Summaries of Selected 
Decisions Recently Reported 
by CCH LIFE INSURANCE 
REPORTS 





Testimony Admissible 
to Show No Intent to Deceive 


Where the insurer charges that fraud 
was practiced upon it by the insured at 
the time the application for a policy 
was made, the insured may bring in testi- 
mony to show that there was no intent 
to deceive. Tenth Circuit. 


The 


tives 


insurer sent one of its representa- 


talk 
procuring a life insurance 


over to the insured’s house to 
to him about 
The 
ordinary salesman, but a staff manager who 
was in charge of men and directed the sale 
of insurance. 


policy. representative was not an 


The insured signed an ap- 
plication for a policy which provided for 
the payment of $5,000 if death resulted from 
natural causes and $10,000 if death resulted 
from accidental means. He subsequently 
died while taking a bath. Death resulted 
either from a severe bruise on the head or 
from water in the lungs, or from a com- 
bination of these reasons. The beneficiary 
brought suit to recover $10,000 under the 
policy, alleging that the insured died an 
accidental death. Testimony was admitted 
to the effect that the insured told the in- 
surer’s agent that he was accidentally struck on 
the head by a baseball, and that after that 
he had had dizzy spells and had been 
hospitalized. The testimony established that 
the insured said that he: had not been 
troubled recently, and that the representa- 
tive stated that inasmuch as the insured was 
no longer bothered, he was entitled to 
receive life insurance. The testimony fur- 
ther indicated that the representative wrote 
the answers in the application and that the 
insured did not read it before signing his 
name thereto. The insurer charged that the 
insured was guilty of fraud in not dis- 
closing his prior condition in his applica- 
tion. The jury found that the insured died 
an accidental death, and a judgment for 
$10,000 was awarded to the beneficiary. The 
insurer appealed, contending that the testi- 
mony as to the conversation between its 
representative and the insured at the time 


Life, Health—Accident 


the application was made was inadmissible, 
and that judgment should therefore be 
reversed. 


Held: Judgment affirmed for the bene- 
ficiary. The court said that inasmuch as 
there Utah contract involved, an ex- 
amination of the law of that state is required. 
Section 31-19-8 of the Utah Code Annotated 
of 1953 reads as follows: 


“31-19-8. Materiality of misrepresenta- 
tions—Warranties—Presumptions and bur- 
den of proof. (1) Except as provided in 
subsection (2), no oral or written misrepre- 
sentation or warranty made in the nego- 
tiation of an insurance contract, by the 
insured or in his behalf, shall be deemed 
material or defeat or avoid the contract or 
prevent it attaching, unless such misrepre- 
sentation or warranty is made with the 
intent to deceive. 

“The insured shall have the burden of 


proof that such misrepresentation or war- 
ranty was not made with intent to deceive. 


is a 


“(2) In any application for life or disa- 
bility insurance made in writing by the 
insured, all statements therein made by the 
insured shall, in the absence of fraud, be 
deemed representations and not warranties. 
The falsity of any such statement shall not 
bar the right to recovery under the contract 
unless it materially affected either the ac- 
ceptance of the risk or the hazard assumed 
by the insurer.” (Italics supplied.) 


The court concluded that any testimony 
bearing on the question of whether the 
insured had made misrepresentations with 
an intent to deceive should be admissible, 
since under Utah law an insurance contract 
is not voided by misrepresentations unless 
they are made with an intent to deceive— 
Prudential Insurance Company of America v. 
Willsey. United States Court of Appeals 
for the Tenth Circuit. August 3, 1954. 1 
Lire Cases (2d) 1047. 


“Good Health’’ Provision 
Not Applicable to Known Ailments 


Where the insurer is aware of the in- 
sured’s condition and covers him as a 
substandard risk, the “good health” pro- 
vision of the policy can not be construed 


to include his known ailments. Ohio. 


This case was originally tried by the Ohio 
Court of Appeals, First Appellate District, 
on May 15, 1950 (see 14 Lire Cases 424). 
At that time the court found no abuse 
of discretion on the part of the trial court 
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in vacating and setting aside the judgments 
and granting motions for new trials. Find- 
ing this judgment in conflict with another 
court of appeals case, the record was cer- 
tified to the Ohio Supreme Court for review. 
The supreme court ruled that the order 
granting a new trial was not a judgment or 
final order reviewable by the court of ap- 
peals, and that there was no evidence that 
the trial court abused its discretion in 
granting a new trial (see 14 Lire CAsEs 
1066). The recent court of appeals action 
was based on the cross-appeals of the par- 
ties which were not considered by the 
supreme court. The plaintiff, who recov- 
ered judgments in the trial court, did not 
seek to set aside the judgments in her 
favor, but did seek to have the court deter- 
mine whether her motions for a directed 
verdict should have been sustained. The 
defendant cross-appealed from the orders 
overruling its motions for instructed ver- 
dicts, and for judgments notwithstanding 
the verdicts. The court in the recent suit 
found no prejudicial error in the record, 
and thus denied the cross-appeals and 
affirmed the judgment for the plaintiff. The 
facts out of which the litigation arose 
follow: 


The insured applied for a life insurance 
policy from the defendant insurance com- 
pany.’ The company doctor examined the 
insured, and found that the insured had 
abnormal blood pressure. It was also dis- 
covered that the insured had been the 
subject of a chlorecystectomy and an ap- 
pendectomy. As a result of these dis- 
closures, the company refused to insure the 
insured as a standard risk, but did insure 
him as a substandard risk at a higher 
premium rate. In the application for this 
insurance it was stipulated that there should 
be no contract of insurance until the policy 
was deiivered “. all during the pro- 
posed insured’s life and continuance in 
good health.” There was some evidence 
that the insured was not in good health, 
the condition on which the insurance was 
to become operative. The insured died and 
his beneficiary (plaintiff) sought to recover 
the proceeds of two insurance policies. The 
insurance company contended that inas- 
much as the insured was not in good health, 
the policy never became operative. A judg- 
ment was granted to the beneficiary in the 
amount of the policies, and appeals were 
taken. 


Held: Judgment affirmed for the benefi- 
ciary. The court said that “sound health” 
cannot be construed to mean freedom from 
every conceivable ailment no matter how 
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trivial, and that it certainly cannot include 
those ailments of which the insurer had 
actual knowledge, or those ailments, symp- 
toms of which are known and appreciated, 
because of which the insured is classified 
as a substandard risk. The court stated that 
in this situation it could not be said as a 
matter of law that the condition requiring 
that the insured should be in good health 
at the time of delivery of the policy has not 
been fulfilled, and that whether this results 
from an interpretation of “good health” to 
exclude known ailments or by the applica- 
tion of the principles of waiver or. estoppel 
is immaterial. The court said that the cir- 
cumstances presented an issue of fact which 
the jury decided in the beneficiary’s favor. 
The court held that the false answers in 
the insured’s application did not invalidate 
the policy in that there was evidence that 
the medical examiner filled out the applica- 
tion, and it presented a question for the jury 
as to whether the insured wilfully and 
fraudulently made false statements. Mere 
falsity of the answers, the court said, is not 
sufficient to invalidate the policy—Green vw. 
Acacia Mutual Life Insurance Company. Ohio 
Court of Appeals, First Appellate District. 
May 24, 1954. 1 Lire Cases (2d) 1088. 


Short Shorts from the Courts 


Alabama The opinion of the 
family physician that the insured had can- 
cer at the time of the issuance of his policy 
came under the rule that definite testimony 
of members of the medical profession, ex- 
pert in their line, based upon facts within 
the knowledge and discernment of men of 
learning and experience, when not in con- 
flict with nor opposed by other evidence, 
calls for an affirmative charge with hypoth- 
esis.—Liberty National Life Insurance Com- 
pany v. Winfield. Alabama Court of Appeals. 
April 27, 1954. 1 Lire Cases (2d) 1042. 


Illinois. Although not aware of 
the seriousness of his illness, the insured 
committed an act of fraud when he know- 
ingly denied that he had consulted a physi- 
cian.—Dollinger v. United States. United 
States District Court for the Northern Dis- 
trict of Illinois. January 21, 1954. 1 Lire 
Cases (2d) 1057. 


Texas An agent ceased to be 
entitled to “override” commissions when 
he left the territory in which he was ren- 
dering services.— Service Life Insurance 
Company v. Miller. Texas Court of Civil 
Appeals. September 10, 1954. 1 Lire Cases 
(2d) 1072. ; 
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FIRE 


Summaries of Selected Deci- 
sions Recently Reported by 
CCH FIRE-CASUALTY IN- 
SURANCE REPORTS 





Notice Provision 
of Liability Policy Violated 


Notice to the insures seven months after 
a claim was made and five months after 
suits were filed does not constitute notice 
of claim “as soon as practicable” within 
the meaning of the conditions of a liability 
policy. Georgia. 


The insured had a liability policy issued 
by the plaintiff insurance company. Condi- 
tion 8 in the policy provided that when an 
accident occurred the insured was to give 
the insurance company written notice “as 
soon as practicable.” Condition 9 provided 
that the insured should immediately forward 
to the insurance company all process served 
upon it. On March 20, 1953, a claim was 
made upon the insured by two minors, al- 
legedly molested by the insured’s employee 
in his store. Suits were filed against the 
insured on May 6 and May 15, 1953. The 
first notice the insurer had was received 
on October 14, 1953. Prior to that time the 
insured had employed an attorney to file 
defensive pleadings, terminated the services 
of this attorney and employed a second one 
who had taken depositions of four material 
witnesses. The insurer then brought an ac- 
tion for a declaratory judgment, seeking a 
declaration of nonliability under the policy 
on the basis of a failure by the insured to 
give proper notice. The court awarded a 
judgment declaring the insurer not liable 
on the policy. 


The court said that the language “as soon 


as practicable” perhaps means within a 
reasonable time, as does the phrase “as soon 
(Great American Co-Operative 
Fire Association v. Jenkins, 11 Ga. App. 784.) 
The court stated that 


specified, a reasonable time is required, and 


as possible.” 


where no time is 
as a rule it is a jury question as to whether 


a reasonable time has expired. (Burton v. 


Metropolitan Life Insurance Company, 48 Ga. 
App. 828.) 

The court referred to Preferred Accident 
Company of New York v. Castellano, 148 F. 
(2d) 761 (2d Cir.), which involved an action 
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for a declaratory judgment where the policy 
required the giving of notice “as soon as 
practicable.” The case held that notice 
after six weeks had elapsed was not in com- 
pliance with the policy provision. The court 
in this case pointed out that the policy was 
expressly made subject to the conditions 
contained therein. The court stated that 
actual prejudice need not be shown, although 
failure to give notice might be excused if 
the damages were trivial and the insured 
had no reason to believe there was an in- 
jury which was insured against. 


The court in the instant case concluded 
that by the greater weight of authorities 
the insured violated the notice provision 
found in the conditions of his policy, and that 
judgment should be rendered for the insurer. 
National Surety Corporation v. Atcheson. 
United States District Court for the Northern 
District of Georgia. October 6, 1954. 8 
FirE AND C: “UALTY CASEs 468. 





Squirrels Are Not ‘‘Vermin” 


Damage to personal property caused by a 
squirrel is not damage caused by “vermin” 
within the meaning of an exclusion clause 
of a personal property “floater” policy. 
Georgia Supreme Court. 


The insured brought an action for damage 
to personal property insured by the defend- 
ant under a personal property “floater” 
policy. The loss was caused by a squirrel. 
An exclusion clause of the insured’s policy 
provided that the insurer shall not be liable 
for damages to the insured’s property caused 
by “vermin.” The lower court granted 
judgment to the insured, holding that a 
squirrel is a rodent and not a “vermin” 
within the meaning of the exclusion clause. 
Certiorari was then taken to the state su- 
preme court. 

The state supreme court affirmed the 
judgment for the insured, holding that a 
squirrel is a rodent and not a “vermin.” The 
court reiterated the general rule that all 
provisions in an insurance contract that are 
susceptible of more than one meaning must 
be construed most favorable to the insured. 
The court said that the smaller dictionaries 
define vermin to mean “noxious, mischievous 
or mean animals or insects,” and that the 
larger New International Webster’s Dic- 
tionary, Second Edition, after giving in 
substance the above meaning, proceeds to 
specify or particularize by naming the class 
of animals and insects to which it refers “as 
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flies, lice, bedbugs, fleas, etc., various mam- 
mals, as rats, mice, weasels, etc.” The 
court concluded from the foregoing that 
“vermin” should be construed as meaning 
“rats, mice, etc.,” and not squirrels. 


The court said that it was not persuaded 
against the above construction by further 
dictionary definition sich as (1) a rodent 
is one of the rodentia and (2) both squirrels 
and rats are members of this order of 
mammals. The court stated that despite 
the fact that “vermin” are noxious, mis- 
chievous, etc., mammals such as rats, mice, 
etc., it does not follow that other animals 
that are admittedly not rats, mice, etc., but 
are squirrels, must be “vermin” because 
they belong to the order of rodentia, the 
same as rats. 


Thus, the injury to the insured’s property 
was covered by his policy inasmuch as squir- 
rels did not come within the meaning of the 
exclusion clause.—WNorth British & Mercantile 
Insurance Company v. Mercer. Georgia Su- 
preme Court. October 13, 1954. 8 Fire 
AND Casua_ty Cases 480. 


Malpractice Insurance— 
Exclusion Clause Construed 


An exclusion clause of a malpractice in- 
surance policy which provides “Assault 
and battery shall be deemed an accident 
within the meaning of this Policy unless 
committed by or at the direction of the 
insured” contemplates an intentional as- 
sault and battery and not the techrical 
assault and battery which occurs when 
the insured fails inadvertently to obtain 
plaintiff’s consent to operate. Louisiana. 


The plaintiff brought an action against 
the insurer of certain doctors for damages 
arising from alleged medical malpractice. 
She stated that an esophagoscopy was per- 
formed upon her without her consent, ex- 
press or implied, and that it was negligently 
carried out. She alleged that her esophagus 
was punctured during the esophagoscopy, 
and as a result her condition was seriously 
aggravated and necessitated additional op- 
erations and treatment. The policy in ques- 
tion contained the exclusion that “Assault 
and battery shall be deemed an accident 
within the meaning of this Policy unless 
committed by or at the direction of the in- 
sured.” The plaintiff recovered a judgment, 
and the insurer brought motions for judg- 
ment non obstante veredicto and, alternately, 
for a new trial. The insurer contended that 
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since the court charged the jury that an 
cperation, or other medical procedure, per- 
formed by a doctor without the patient’s 
consent, constitutes “a technical battery or 
trespass” for which the former is liable, and 
the jury found that the plaintiff had not 
consented to the esophagoscopy, that the 
insureds’ acts could not be considered an 
accident under the policy and that, therefore, 
there was no coverage for the claim. The 
insurer further contended that inasmuch as 
the court charged the jury that if they 
found there was no consent, they need go 
no further, for the physician is liable for 
all the consequences proximately resulting 
thereafter, and that since the jury found 
a lack of consent, this is bound to be the 
only ground upon which the general verdict 
was based. 


The court held against the insurer on 
both of the above contentions, and denied 
its motion for a new trial. The court cited 
the general principles that courts will give 
a liberal construction to policy provisions 
to effect coverage where a narrow one 
would lead to manifest injustice, and that 
where there is an ambiguity in the terms 
of a policy, it will be construed most strongly 
against the insurer. Applying these prin- 
ciples to the instant situation, the court 
held that a reasonable interpretation of 
“assault and battery” as used in the policy 
is that it means a willful or intentional, an 
unlawful or criminal, act of violence, and 
not an incident such as we have here where 
the failure to obtain the plaintiff’s consent 
was due to inadvertence. The court quoted 
Hershey v. Peake, 223 Pac. 1113 (Kan.), 
which stated: 


“The fundamental distinction between as- 
sault and battery on the one hand and 
negligence such as would constitute mal- 
practice on the other is that the former is 
intentional and the latter is «unintentional. 
(5 C. J. 625.)” (Italics supplied.) 

The court thus held that the “assault 
and battery” in the present case was an act 
of malpractice which was covered by the 
policy. 

The court dismissed the insurer’s sec- 
ond contention on the basis that the lack 
of consent could not be said to have been 
the only basis upon which the verdict was 
based inasmuch as the plaintiff had alleged 
negligent treatment in addition to lack of 
consent.—Shehee v. Aetna Casualty & Surety 
Company. United States District Court for 
the Western District of Louisiana. June 
17, 1954. 8 Fire AND Casuatty Cases 471. . 
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Bailor’s Insurer's Subrogation 
Unaffected by Bailee’s ¢Negligence 


The bailor’s insurer has 4 right of sub- 
rogation against the driver of another car 
even though the bailee of «he insured car 
was also negligent, as thy negligence of 
the bailee can not be ‘mputed to the 
bailor. Oregon. ‘ 


This is an action brough# by an insurance 
company against the def@ndant driver of 
another car to recover mney paid by the 
company for damages ty the 
The facts, simpy stated, are that 


car of its 
insured. 
the insured let a friend u*e his car to go on 
a fishing trip, and this fiend had an acci- 
dent with the defendaft. The evidence 
established and the triaf court found that 
both the insured’s friend and the defendant 
were guilty of negligence proximately caus- 
ing the accident. The trial court held that 
the insurance company was deprived of its 
right of subrogation by the negligence of 
the insured’s friend, and an appeal was taken. 


The state supreme court reversed the lower 
court’s decision, and held that the insurance 
company could sustain its subrogation action 
against the defendant. The court said that 
the only basis for imputing the negligence 
of the driver of the insured car to the in- 
sured would be if the driver were the agent 
of the insured. The court stated that from 
proof of ownership an inference of agency 
arises, but that it is a mere inference which 
may be overcome by proof to the contrary. 
If the evidence shows that the owner of the 
automobile loaned or rented his car to another 
for the sole use and purpose of the other, 
then, the court stated, there is established 
between the owner and the other party a 
bailment, and in such circumstances the negli- 
gence of the bailee cannot be imputed to bailor. 
(See White v. Keller, 33 AuToMoOBILE CASES 
651, 188 Ore. 378, 215 Pac. (2d) 986; Summer- 
ville v. Gillespie, 27 AUTOMOBILE CASES 792, 
181 Ore. 144, 179 Pac. (2d) 719; Kantola v. 
Lovell Automobile Company, 157 Ore. 534, 72 
Pac. (2d) 61; Judson v. Bee Hive Auto Serv- 
ice Company, 136 Ore. 1, 294 Pac. 588, 297 


Automobile 


Pac. 1050.) The court concluded that inas- 
much as the car was given by the insured to 
his friend solely so that the friend could go 
on a fishing trip, a bailment for the ex- 
clusive benefit of the bailee was created. As 
the bailee’s negligence is not imputed to the 
bailor, the insurance company can maintain 
its subrogation action against the driver of 
the other car—Milwaukee Mechanics Insur- 
ance Company v. Childs. Oregon Supreme 
Court. May 12, 1954. 4 AuToMoBILE CASES 
(2d) 1244. 


Theft Insurance Covers 
Larceny by Bailee 


An insured may recover under his theft 
policy when an employee-bailee damages 
his truck while joy-riding, since the use 
of a bailed vehicle contrary to the provi- 
sions of the bailment constitutes theft ac- 
cording to statute. Arkansas. 


The insured permitted his employee to 
use a truck for the sole purpose of traveling 
to and from work. The employee violated 
the insured’s instructions by using the truck 
for his own personal pleasure, and one 
night while intoxicated collided with a tree. 
The employee later testified that he had no 
intention of stealing the truck. The in- 
sured filed suit against the defendant in- 
surance company to recover on his theft 
policy, alleging that the damage to his 
truck was caused by larceny. The policy in 
question defined theft as “loss or damage 
to the automobile caused by theft, larceny, 
robbery or pilferage.” The lower court 
awarded judgment to the insurance com- 
pany, holding that there was no intent to 
convert by the bailee at the time of the 
taking, and thus no larceny. The plaintiff 
brought an appeal. 

Held: Judgment reversed, and the cause 
remanded with instructions to enter judg- 
ment in favor of the plaintiff. The court, 
after finding that a bailment existed, faced 
the question of whether the employee’s acts 
constituted a larceny under the present 
law of the state. The court held that Sec- 
tion 41-3929, 1953 Supplement to Arkansas 
Statutes, removed the necessity of the bailee 
having an intent to convert in order for his 
acts to constitute larceny. The court stated 
that the legislature defined larceny by bailee 
as including the use of a bailed vehicle con- 
trary to the provisions of the agreement or 
conditions under which it was obtained. The 
intention to convert to the use of the taker 
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was significantly omitted from the statute, 


the court said, and it is clear that such 
intent is not necessary now where the acts 
fall within the definition of larceny under 
the section.—Sullivant v. Pennsylvania Fire 
Insurance Company. Arkansas Supreme 
Court. May 24, 1954. 4 AuToMoBILE CASES 
(2d) 1241. 


Mere Issuance of Bus Transfer 
Doesn't Continue Passenger Status 


The relationship of passenger and carrier 
does not continue merely because a bus 
transfer has been issued, and if a person 
is let off a bus at a place of safety, his 
passenger status does not commence until 
he is aboard another bus. Wisconsin. 


The plaintiff was a passenger in one of 
the defendant-bus company’s busses. * She 
had received a transfer which entitled her 
to a further ride on a bus starting from a 
point across the street from the bus stop 
at which she alighted. The bus stop was 
located in the middle of a city block, and 
there was no allegation that it did not con- 
stitute a point of safety. She was injured 
while crossing the street to transfer to the 
other bus. The plaintiff brought an action 
against the bus company on the grounds 
that she was still its passenger at the time 
of injury as evidenced by the transfer which 
issued to her. The bus company’s 
demurrer to the complaint was sustained, 
and the plaintiff brought an appeal. 


Held: The bus company’s demurrer was 
properly sustained, as plaintiff was not a 
passenger at the time of her injury. The 
court held that the passenger 
and carrier does not continue to exist merely 
because a 


was 


relation of 


transfer has been issued which 
entitles the passenger to find transportation 
on another bus. The court stated that this 
is especially true when a passenger is free 
from the direction and control of the carrier. 
(See Virginia Railway and Power Company v. 
Dressler, 132 Va. 342, 111 S. E. 243, 22 
A. L. R. 301.) The court’s decision is based 
on the general rule that a person ceases to 
be a street car passenger as soon as he steps 
from the car into a public street and has 
a reasonable opportunity to leave the place 
at which he alights, provided, of course, he 
is set down at a place which is reasonably 
safe and proper for that purpose. The court 
said that the plaintiff’s difficulties arose after 
she left the place of safety furnished by the 
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defendant, and that the defendant owed no 


duty to the plaintiff after she left that 
point.—O’Connor v. Larrabee. Wisconsin 
Supreme Court. June 8, 1954. 4 AuToMo- 


BILE CAsEs (2d) 1180. 


Short Shorts from the Courts 


Alabama . . Violation of a city ordi- 
nance requiring busses to stop at the right 
hand curb line had no application to the 
plaintiff’s injury which proximately 
caused by his slipping on a banana peeling 
after he had alighted from the bus.— 
Mahone v. Birmingham Electric Company. 
Alabama Supreme Court. May 13, 1954. 
4 AuTOMoBILE Cases (2d) 1018. 


was 


California . . . Prejudicial error was 
committed when the defendant’s counsel 
was allowed to interrogate the plaintiffs as 
to their past litigations in an effort to prove 
that these past suits, and not the accident, 
were the source of plaintiffs’ nervousness.— 
Lowenthal v. Mortimer. California District 
Court of Appeal. June 1, 1954. 4 Auro- 
MOBILE Cases (2d) 1163. 


Colorado . . . Where the defendant, at 
the time of the accident, was in the state 
under such circumstances that it could be 
lawfully presumed that he had an intention 
of residing there, the nonresident motorists’ 
statute permitting substituted service did 
not apply to him even though he left the 
state shortly after the accident—Waarwick v. 
District Court of the City and County of 
Denver. Colorado Supreme Court. April 
12, 1954. 4 AutToMopILeE Cases (2d) 1095. 


Georgia . . The sustained the 
dealer’s demurrer but not the manufacturer’s 
in a case where a purchaser sued both the 
manufacturer and 
caused by a latent defect in the axle of a 


court 


the dealer for damage 


truck he purchased.—Washburn Storage Com- 
pany v. General Motors Corporation. 
Court of Appeal. July 9, 1954. 
MOBILE Cases (2d) 1249. 


Georgia 


4 AUTO- 


New York . . . To charge, in effect, that 
a nine-year-old infant was guilty of con- 
tributory negligence as a matter of law for 
running out into a highway while playing 
was held to be prejudicial error in that it 
did not take into consideration the mental 
development of the child, a factor which 
must be considered by the jury. Ramirez v. 
Perlman. New York Supreme Court, Ap- 
pellate Division. May 11, 1954. 4 Auro- 


MOBILE CASES (2d) 1065. 
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Annual Index 


Each article appearing in The Insurance Law Journal during 1954 is 


indexed below according to title and author (or authors). 


In addition, the 


articles are listed under appropriate general subject headings in bold-face type. 


A 


Accident and Health Insurance 
Claim Problems in Relation to Under- 
writing Surgery. Feb., p. 107. 
Converting Group Hospitalization In- 


surance into a Credit Against the 
Hospital Bill. Apr., p. 259. 
Credit Life, Health and Accident In- 


surance and the Small-Loan Industry 
in Indiana. July, p. 465. 

Definition of “Hospital” and “Physi- 
cian”—Claim Problems. Apr., p. 248. 

Health Insurance and Industry. Aug., 
p.. 555. 

Health Insurance for Our Older Citi- 
zens—Present Coverage and Future 
Prospects. Feb., p. 113. 

Medical Aspects of Accident and Health 
Underwriting. Feb., p. 103. 

Pre-existing Disease and Accident In- 
surance: Pathology and Metaphysics 
in the Common Speech of Men. Apr., 
p. 263. 

Small-Loan Laws and 
Dec., p. 778. 


Credit Insurance. 

Accident Investigations of the Civil Aero- 
nautics Authority. Feb., p. 96. 

Aerial Collision Convention 
the ICAO Legal Committee, The. 
p. 462. 


Agency Problems 
Authority of Agent. Feb., p. 66. 
Binders. May, p. 290. 

Claims. Sept., p. 578. 

Current Developments. Nov., p. 706. 
Expirations. Mar., p. 146. 

Fire Insurance. Oct., p. 642. 
Ownership Rights. June, p. 354. 
Premium Receipts. Apr., p. 226. 
Reserves. Aug., p. : 
Summary. Dec., p. 


July, 


14. 
79. 
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Appleman, John Alan—Tactics in Appellate 
Briefs. Sept., p. 592. 
Appleman, John Alan, and Davies, George 
R.—The Reversionary Trap. Dec., p. 775. 
Atomic Industry 
Insurance Problems of the Atomic In- 


dustry. Nov., p. 726. 
Automobile Garage Liability Policy. Oct., 
p. 668. 
Automobile Insurance 
Automobile Garage Liability Policy. 


Oct., p. 668. 

Functioning of the 
Responsibility Law, 
746. 

How an Insurance Company Helped a 
State-Wide Safety Program. June, p. 
379. 

Insurance and the Automobile—Where 
Are We Headed? June, p. 369. 


Minnesota Safety 
The. Nov., p. 


Limited Recovery Plan, The. Feb., p. 
101. 
Major Issues in a Guest Case, The. 


Sept., p. 583. 
Medical Payments Coverage Goes Double 
or Nothing. May, p. 303. 
Public Relations Problem in Automo- 
bile Insurance, A. Jan., p. 23. 
Reservation of Rights and Declaratory 
Judgments. Oct., p. 655. 
Aviation 
Accident Investigations of the Civil 
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by the ICAO Legal Committee, The. 
July, p. 462. 
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Barfield, William D.—Brain Teasers in 
Workmen’s Compensation Law. June, 
p. 359. 
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Berger, John J.—Coverage Under the “Oc- 
currence” Clause. May, p. 305. 

Bergmann, A.—Reinsurance in Internation- 
al Double Taxation. Nov., p. 711. 

Bernhard, Frederick T.—Definition of “Hos- 
pital” and “Physician”—Claim Problems. 
Apr., p. 248. 

Boiler and Machinery Insurance 

Claim Reserves: Burglary and Theft, 
Boiler and Machinery, and 
May, p. 307. 
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Law. June, p. 359. 

Brook, Herbert C.—Recent Contract De- 
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Future Litigation. Mar., p. 170. 
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Burglary and Theft Insurance 
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Program. 


Glass. 


Bernard—How an_ Insurance 
Helped a State-Wide Safety 
June, p. 379. 

Business Purchase Agreements Funded with 
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Cady, Elwyn L., Jr—Cosmetics and the 
Allergic Consumer: A Medicolegal Syn- 
thesis. May, p. 325. 

Can a “Dead” Tax Come Back to 
Life Insurance Beneficiaries ? 
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Caused by Accident. Feb., p. 91. 
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Coverage Under the 
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DIRECT ACTION STATUTE CONSTITUTIONAL _ 


The Louisiana statute permitting a di- 
rect action against the liability insurer 
of a tortfeasor does not contravene the 
Due Process Clause of the Fourteenth 
Amendment—so decided the United States 
Supreme Court in a decision rendered 
last week. 
of Louisiana’s direct action statute which 
made it applicable even though an insur- 
ance contract was made in another state 
and contains a clause forbidding such 
direct actions. Another provision in- 
volved compelled foreign insurance com- 
panies to consent to such direct suits in 
order to get a certificate to do business 
in the state. The constitutionality of 
these provisions of the Louisiana code 
presented the basic issue of the case. 


The Court ruled that the Louisiana 
statute permitting a direct action against 
the liability insurer of a tortfeasor was 
constitutional, notwithstanding the fact 
that the laws of the states where the 
policy was negotiated and delivered pre- 
clude such actions until after a determi- 
nation of the insured’s obligation to pay 
damages. It said that the interests of 
the state where the insurance contract 
was executed cannot outweigh the in- 


The case involved a provision 





terests of Louisiana in taking care of 
those injured in Louisiana, and that since 
this is true, the Full Faith and Credit 
Clause does not compel Louisiana to 
subordinate its direct action provisions 
to the other state’s contract rules. 

The contention that the Due Process 
Clause of the Fourteenth Amendment 
forbids a state to compel a foreign cor- 
poration to surrender constitutional rights 
as a condition of being permitted to do 
business in the state was held inapplicable 
to the case inasmuch as Louisiana has a 
constitutional right to subject foreign lia- 
bility insurers to the direct action provi- 
sions of its laws whether they consent 
or not. (B. Clinton Watson v. Employers 
Liability Assurance Corporation, Ltd. De- 
cember 6, 1954.) 

In another case concerning Louisiana’s 
direct action statute, the Supreme Court 
held that federal courts have diversity 
of citizenship jurisdiction over a direct 
action against the insurer where diversity 
exists between the plaintiff and the de- 
fendant insurer but not between the 
plaintiff and the wrongdoer. (Lumber- 
men’s Mutual Casualty Company v. Flor- 
ence R. Elbert. December 6, 1954.) 
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